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SEC LEGISLATION 


MONDAY, MAY 20, 1957 


Unrrep States SENATE, 
CoMMITTEE ON BANKING AND CURRENCY, 
SUBCOMMITTEE ON SECURITIES, 
Washington, D.C. 

The committee met, pursuant to call, at 10:10 a. m., in room 301, 
Senate Office Building, Senator Frank J. Lausche, chairman of the 
subcommittee, presiding. 

Present: Senators Lausche, Fulbright, Capehart, Bennett, and 
Bush. 

Senator Lauscne. The meeting will come to order, please. 

We begin these hearings today on three broad areas, dealing with 
legislation affecting securities. 

To those who expect to testify, I wish that you would pay par- 
ticular attention to my description of the order in which I hope we 
will take up the several subjects which are to be discussed. 

The first of these is the area of proxy contests, with accompany- 
ing problems of disclosure of beneficial ownership of securities. 
This area gives rise to the need for considering appropriate remedies 
to improve the ability of the Securities and Exchange Commission 
to enforce Federal securities laws in cases where access to knowledge 
of true ownership of securities is not readily available. Such prob- 
lems arise particularly in the cases where trading in United States 
corporate securities is conducted in part through foreign institutions. 

The broader aspects of this problem have been under study by the 
subcommittee and its staff granny ly since shortly before public 
hearings were held on March 5, 1957. That session was followed by 
testimony taken in three cae sessions of the subcommittee dur- 
ing that same month. 

| note with satisfaction that no action of this subcommittee at least 
detracted from the amicable settlement recently arranged by both 
sides to a proxy contest being waged vigorously at the time of those 
hearings. 

In this No. 1 area, the present hearings will include S. 594 and § 
1601, both introduced by Senator Capehart. 

Area No. 2 embraces the proposal to increase the permissive eX- 
emptive limit for a public offering of securities without full regis- 
tration with the Securities and Exchange Commission. At present 
under the Securities Act of 1933, this limit stands at $300,000. This 
provision is administered under regulation A of the Securities and 
Exchange Commission. By action of the Senate in 1954, the limit 
would have been increased to $500,000 as an aid to small business in 
its efforts to raise equity capital. The House of Representatives, 
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howéver, declined to follow the Senate’s example that year, appar- 
ently fearing the increase would open the way to more fraudulent 
dealing in securities. Now pending before the subcommittee in this 
area are S. 810, introduced by Senator Thye, and S. 843, introduced 
by Senator Sparkman. Both would have the effect of increasing the 
limit from the present $300,000 to $500,000. 

| Note. Testimony on item 2 was printed separately on the title, 
“Increase in SEC Regulation A Offering Limits.” (S. 810 and S! 
843.) | 

The third area to be covered by these hearings is the proposal to 
extend the jurisdiction of the Securities and Exchange Commission 
in certain respects over securities not listed on any nationally recog- 
nized exchange, but deemed to be of a nature involving the public 
interest by v irtue of the amount of assets and the distribution of se- 
curity ownership of their issuers. I understand legislative proposals 
of this nature have been considered by the Congress at various times 
since 1940. The pending bill on this subject now before the sub- 
committee is S. 1168, introduced by Senator Fulbright. That bill 
developed out of S. 2054 of the 84th Congress, also introduced by 
Senator Fulbright, as a result of hearings by this subcommittee in 
1955, and the full committee in 1956, and studies by the Securities 
and Exchange Commission. 

At the present time, the five bills I have mentioned are the only 
legislative proposals on securities matters pending before the sub- 
committee. But, I want to emphasize that these hearings will cover 
the three general areas I have mentioned, including as part of those 
areas the five bills just described. 

We shall take testimony from Federal Gove ae witnesses to- 
day and on May 21 and 23. The dates of May 24, 27, 28, and 29 have 
been kept av: ailable for non-Federal witnesses. By press release and 
notice in the Congressional Record, anyone wishing to testify in any 
of these areas was requested to communicate his wishes to the or 
Clerk of the Senate Committee on Banking and Currency by May 2 
To the extent deemed practicable, I shall recommend to fe subcom- 
mittee that we receive for inclusion in the record of these hearings 
written statements from those who make timely requests for such in- 
clusion, and who do not wish to testify in person. 

I am hopeful that this series of hearings will enable the subcom- 
mittee to take final action at this session in the pertinent areas. 

There remains a fourth broad area on which I hope the sub- 
committee can hold hearings before the current session of Congress 
ends. This embodies many amendments to several of the laws ad- 
ministered by the Securities and Exchange Commission. Pursuant 
to an understanding with the chairman of the Senate Committee on 
Banking and Currency and the chairman of the House Committee 
on Interstate and Foreign Commerce, the Securities and Exchange 
Commission has been discussing with industry representatives amend- 
ments intended to improve administration of the subject laws by the 
Commission. The counsel assigned to this subcommittee, Mr. 
McKenna, has attended and observed many of those discussions in an 
a to expedite subcommittee action on whatever amendments 
the Commission may propose. No such amendments have as yet been 
received by this subcommittee or our Committee on Banking and 
Currency. 
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I urge to the extent possible that the Commission hasten its action 
in this field in order that sufficient time may be left the subcommittee 
to hold hearings and give due deliberation to these proposals plus 
germane ¢ amendments or iginating from other sources ima the cur- 
rent session of the Congress. 

At this time I want to drop this word: I have observed while I 
was Governor instances where under the pretext of discussion, delay 
was sought so as to avoid action by a legislative body on matters that 
were important. From my standpoint I will not allow conferences 
to be a pretended means of delaying action. 

At this point in the record, ‘without objection, I would like to in- 
sert the bills before us together and a digest of each of the five bills 
mentioned which has been prepared by Mr. William F. McKenna, 
counsel to the subcommittee. 

(The bills and the digests referred to are as follows :) 


[S. 594, 85th Cong., 1st sess.] 


A BILL To amend the Securities Exchange Act of 1934 to increase public disclosure of 
security ownership 


Be it enacted by the Senate and House of Representatives of the United 
States of America in Congress assembled, That (a) subsection (a) of section 16 
of the Securities Exchange Act of 1934 is amended by striking out the figure “10” 
in such subsection and inserting in lieu thereof the figure “*5’’. 

(b) Subsection (b) of section 16 of such Act is amended by striking out “such 
beneficial owner, director, or officer’ where it first appears in such subsection 
and inserting in lieu thereof “the beneficial owner of more than 10 per centum 
of any class of any equity security (other than an exempted security) which 
is registered on a national securities exchange, or by a director or officer of the 
issuer of such security” 

(c) Subsection (c) of section 16 of such Act is amended by striking out 
“such beneficial owner, director, or officer’ and inserting in lieu thereof “‘bene- 
ficial owner of more than 10 per centum of any class of any equity security 
(other than an exempted security) which is registered on a national securities 
exchange, or any director or officer of the issuer of such security” 


[S. 1168, 85th Cong., Ist sess.] 
A BILL To amend the Securities Exchange Act of 1934, as amended 


Be it enacted by the Senate and House of Representatives of the United States 
of America in Congress assembled, That section 12 of the Securities Exchange 
Act of 1934, as amended, is hereby amended by adding thereto a new subsection 
(g) reading as follows: 

“(@) (1) Every issuer whose total assets, as defined by the Commission, ex- 
ceed $2,000,000, which is engaged in interstate commerce or in business affect- 
ing interstate commerce, or the securities of which are traded by use of the 
mails or any means or instrumentality of interstate commerce or any facility 
of a national securities exchange, shall file with the Commission a registration 
statement with respect to— 

“(A) each class of its equity securities held of record by more than seven 
hundred and fifty persons, and 
“(B) each debt security heretofore or hereafter registered pursuant to 
the Securities Act of 19383 where the outstanding principal amount of the 
class exceeds $1,000,000. 
Each such registration statement shall contain such information and documents 
as may be required in respect of an application to register a security pursuant 
to subsection (b). Such issuer shall file also such stiipplementary and periodic 
information, documents, and reports as may be required pursuant to section 13 
of this title in respect of a security so registered. The provisions of sections 
14 and 16 of this title shall apply as if any security registered or required to be 
registered pursuant to this subsection were a security registered pursuant to 
subsection (b). 








4 SEC LEGISLATION 


‘“(2) The provisions of this subsection shall not apply in respect of— 

“(A) any security registered pursuant to subsection (b) of this section or 
issued by an investment company registered under section 8 of the Invest- 
ment Company Act of 1940; 

“(B) any exempted security ; 

“(C) any security issued by a bank; 

“(D) any security of an issuer organized and operated exclusively for 
religious, educational, benevolent, fraternal, charitable, or reformatory 
purposes and not for pecuniary profit, and no part of the net earnings 
of which inures to the benefit of any private shareholder or individual; or 

“(E) any security of any issuer which is a savings and loan association, 
building and loan association, cooperative bank, homestead association, or 
similar institution, if its accounts are insured by the Federal Savings and 
Loan Insurance Corporation or if it is a Federal savings and loan as- 
sociation or a member of a Federal home-loan bank. 

“(3) Registration of a security pursuant to this subsection shall terminate 
if the total assets of the issuer have been reduced to less than $1,000,000, or, 
in the case of an equity security, if it comes to be held of record by less than 
five hundred persons, or in the case of a debt security, if the outstanding 
principal amount of the class has been reduced to less than $1,000,000: Provided, 
That such termination shall not take effect until ninety days after the issuer 
certifies the foregoing facts to the Commission. Upon application of any per- 
son or upon its own motion, the Commission may enter an order terminating 
registration of a security pursuant to this subsection, subject to such terms and 
conditions as it may deem necessary to impose for the protection of investors, 
if it finds, after appropriate notice and opportunity for hearing, that by reason 
of the small number of public investors, lack of trading interest, inactivity of 
the issuer or the small amount of the public investment as measured by the 
market value of the security, or otherwise, continued registration of the 
security is not necessary in the public interest or for the protection of investors, 
or that for any reason the issuer is not subject to this subsection. 

“(4) For the purpose of this subsection 

“(A) the term ‘debt security’ shall include every note, bond, debenture, 
or evidence of indebtedness, or certificate of interest or participation in 
the foregoing, or guaranty of the foregoing, whether or not such security is 
also an equity security ; 

“(B) the term ‘class’ shall include all securities of an issuer which are 
of substantially similar character and the holders of which enjoy sub 
stantially similar rights and privileges. 

“(5) The Commission may define the term ‘held of record’ by rules or regula 
tions deemed necessary or appropriate in the public interest or for the protection 
of investors or to prevent circumvention of the purposes of this subsection. 

6) The Commission may, if it appears to be necessary or appropriate in the 
public interest or for the protection of investors, exempt foreign issues and 
issuers against whom the provisions of this subsection may not be susceptible of 
enforcement.” 

Sec. 2. The first four paragraphs of subsection (f) of section 12 of the Se 
eurities Exchange Act of 1934, as amended, are hereby amended to read as 
follows: 

“Notwithstanding the foregoing provisions of this section, any national se 
curities exchange, subject to the terms and conditions hereinafter set forth, (1) 
may continue unlisted trading privileges to which a security had been admitted 
on such exchange prior to the effective date of section 12 (g) of this Act, or (2) 
upon application to and approval of such application by the Commission may 
extend unlisted trading privileges to any security duly listed and registered on 
any other national securities exchange. No such application need be made as 
to any security with respect to which a national securities exchange has applied 
to the Commission and has received approval of the Commission for unlisted 
trading privileges prior to the effective date of section 12 (g¢) of this Act. 
Where an extension of unlisted trading privileges to a security was originally 
based upon its listing and registration on another national securities exchange, 
such privileges shall continue in effect only so long as such security shall re 
main listed and registered on any other national securities exchange. 

“No application pursuant to this subsection shall be approved unless the Com 
mission finds, after appropriate notice and opportunity for hearing, that the ex 
tension of unlisted trading privileges pursuant to such application is necessary 
or appropriate in the public interest or for the protection of investors. 
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“The Commission shall by rules and regulations suspend unlisted trading 
privileges in whole or in part for any or all classes of securities for a period not 
exceeding twelve months, if it deems such suspension necessary or appropriate 
in the public interest or for the protection of investors or to prevent evasion of 
the purposes of this title. 

“On the application of the issuer of any security for which unlisted trading 
privileges on any exchange have been continued or extended pursuant to this 
subsection, or of any broker or dealer who makes or creates a market for such 
security, or of any other person having a bona fide interest in the question of 
termination or suspension of such unlisted trading privileges, or on its own 
motion, the Commission shall by order terminate, or suspend for a period not 
exceeding twelve months, such unlisted trading privileges for such security if 
the Coniuission finds, after appropriate notice and opportunity for hearing, that 
by reason of inadequate public distribution of such security in the vicinity of 
said exchange, or by reason of inadequate public trading, activity or of the 
character of trading therein on said exchange, or otherwise, such termination or 
suspension is necessary or appropriate in the public interest or for the pro- 
tection of investors.” 

Sec. 3. Subsection (e) of section 7 of the Securities Exchange Act of 1934, as 
amended, is hereby amended to read as follows: 

“(e) Any security registered pursuant to subsection (g) of section 12 of 
this title shall be subject to the provisions of section 7 and of subsection 
(a) of section 8 of this title in the same manner as if the security 
were registered on a national securities exchange, except that such provisions 
shall not so apply in respect to any securities which the Board of Governors of 
the Federal Reserve System may by rules and regulations exclude from the 
operation of this subsection, either unconditionally or upon such terms and con- 
ditions as may appear to be necessary or appropriate in the public interest, as 
not comprehended within its purposes.” 

Sec. 4. Subsection (c) of section 15 of the Securities Exchange Act of 1934, 
as amended, is hereby amended by the addition of the following new clause at 
the end thereof : 

“(4) The Commission is authorized, if in its opinion such action is necessary 
or appropriate for the protection of investors, after appropriate notice and op- 
portunity for hearing, by order to suspend trading otherwise than on a national 
securities exchange in any security registered or required to be registered pur- 
suant to this title, if the Commission finds that the issuer of such security has 
failed to comply with any provision of this title or the rules and regulations 
thereunder. If in its opinion the public interest and the protection of investors 
so requires, the Commission is authorized summarily to suspend trading, other- 
wise than on a national securities exchange, in any security (other than an 
exempted security) for a period not exceeding ten days. No broker or dealer 
shall make use of the mails or of any means or instrumentality of interstate 
commerce to effect any transaction in, or to induce the purchase or sale of, any 
security in which trading is so suspended, otherwise than on a national securities 
exchange.” 

Sec. 5. Subsection (d) of section 15 of the Securities Exchange Act of 1934, 
as amended, is hereby repealed. 

Sec. 6. Subsection (a) (2) of section 19 of the Securities Exchange Act of 
1934, as amended, is hereby amended to read as follows: 

“(2) After appropriate notice and opportunity for hearing, by order to deny, 
to suspend the effective date of, to suspend for a period not exceeding twelve 
months, or to withdraw, the registration of a security pursuant to any pro- 
vision of this title if the Commission finds that the issuer of such security has 
failed to comply with any provision of this title or the rules and regulations 
thereunder.” 

Sec. 7. Subsection (c) of section 20 of the Securities Exchange Act of 1934, 
as amended, is hereby amended to read as follows: 

“(e) It shall be unlawful for any director or officer of, or any owner of any 
of the securities issued by, any issuer of any security registered or required 
to be registered pursuant to section 12 of this title without just cause to hinder, 
delay, or obstruct the making or filing of any document, report, or information, 
required to be filed under this title or any rule or regulation thereunder.” 

Sec. 8. Subsection (b) of section 32 of the Securities Exchange Act of 1934, 
as amended, is hereby repealed, and subsection (c) of said section is hereby 
redesignated as subsection (b). 
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Seo. 9. This Act shall become effective six months after the date of its 
enactment. 


{S. 1601, 85th Cong., 1st sess. ] 


A BILL To amend the Securities Exchange Act of 1934, as amended, so as to require that 
proxies given with respect to certain securities disclose the beneficial ownership of such 
securities 


Be it enacted by the Senate and House of Representatives of the United 
States of America in Congress assembled, That section 14 of the Securities Ex- 
change Act of 1934, as amended (15 U. 8. C. 78n), is amended by adding at the 
end thereof a new subsection as follows: 

‘(e) (1) It shall be unlawful for any person, by the use of the mails or by 
any means or instrumentality of interstate commerce or any facility of any 
national securities exchange or otherwise, to give or attempt to give any proxy, 
consent, or authorization to vote any security registered on a national securities 
exchange at any annual or special meeting of securityholders for the election or 
removal of directors, with respect to which such proxies, consents, or authori 
zations are solicited by or on behalf of opposing nominees, unless (A) such 
person is the beneficial owner of such security, or (B) the name and last known 
address of the beneficial owner of such security appears on the proxy, consent, 
or authorization. 

“(2) It shall be unlawful for any person knowingly to exercise or attempt to 
exercise any proxy, consent, or authorization given in violation of paragraph 
(2. 


DIGeEst OF 8S, 5D4—INTRODUCED BY S ATOR CAPI \I JANUARY 14, 1957 


(A bill to amend the Securities Exchange Act of 1934 to increase public dis 
closure of security ownership) 

Section 1 (a) substitutes in section 16 (a) of the Securities Exchange Act of 
1934 the figure “5” for “10” in specifying the percentage of ownership of any 
class of equity security registered on a national exchange that will require the 


direct or indirect beneficial owner to file disclosure of ownership with Sk 


At present, section 16 (a) requires such disclosure from the beneficial owne! 
of more than 10 percent of any cla of nonexempted equity security registered 
on a national exchange, : ‘ A ! ‘ h dir d officer of t organi 
zation issuing such security Under present law, persons covered must file a 
statement with the exchange and a duplicate wit SkC of the amou of a 
such equity secu es he beneficially owns. Phis statement must be filed at t! 
time the security is registere on a national exchange or within 10 days afte 
the person involved acquire ownership. Witl LO day fter the « 0 
each calendar month, he ist similarly file a statement showing changes, if 
any, in his ownership during the onth and a statement of bh whership at t 
clo of that. th 

Subse iol b) of section 1 makes at lical ch e in set n 16 of th 
me t s | ] é \ ( 134 » I in ( rh ( ( rh it aé 
by spelling 1 th fact that ( ion 16 (b) a to e beneficial « rie oO 
n t it) 7 t of inv < s of hon ( { i Sé¢ il reg ered oO! 
national exchange, as well as to each director and officer of the issuer of such 
security Subsection 16 (b) allows the i ing ! l tion to recover al 
profit made by any such. beneficial owner, director or officer as esul 
dealing in anv such equity security of the isst r within a period of less than 6 


months. 

An exemption is included in the case of securities acquired in good faith in 
connection with a previously contracted debt. Section 16 (a) authorizes legal 
action to recover profit to be instituted by the issuer or by a security owne1 
in the name of any issuer failing to bring suit within 60 days after request or 
failing to prosecute diligently a suit once begun. No suit may be brought 
more than 2 years after the date the profit was realized. Section 16 (b) does 
not cover a transaction unless the beneficial owner involved was such both at 
the time of purchase and sale of the security. The subsection does not apply 
to transactions that SEC by rules and regulation exempts as not falling within 
the purpose of the subsection. This purpose is stated to be the prevention of 
unfair use of information that may have been obtained by reason of the bene 
ficial owner’s, director’s and officer’s relationship to the issuer. However, the 
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profit may be recovered on behalf of the issuer irrespective of any intention 
by such owner, director or officer of holding the security purchased for more 
than 6 months or of not repurchasing a security sold for more than 6 months. 

Subsection (c) makes a technical change in section 16 (¢c) of the Securities 
Exchange Act of 1934 to retain its present legal effect. This it does by specify- 
ing that the subsection applies to a beneficial owner of more than 10 percent 
of any class of a nonexempted equity security registered on a national ex- 
change, as well as to any director or officer of the issuer of such security. 

Section 16 (c) makes it unlawful for any such beneficial owner, director or 
officer to sell any nonexempted equity security of the issuer if the person selling 
it (or is principal in the case of a sale by an agent) does not own his security 
sold or, if he owns the security, does not deliver it within 20 days after sale 
or deposit it in the mail or other usual transportation channels within 5 days 
after the sale. An exemption from section 16 (c) is granted to anyone proving 
that, notwithstanding the exercise of good faith, he was unable to make a 
timely delivery or deposit of such security or that to do so would cause undue 
inconvenience or expense. 

To complete the explanation of section 16 of the Securities Exchange Act of 
1934, it should be noted that subsection (d) of that section makes its provisions 
inapplicable to foreign or domestic arbitrage transactions unless made in con- 
travention of rules and regulations SEC is authorized to adopt in order to earry 
out the purposes of the section. 


Digest or S. 1601 


Introduced by Senator Capehart, March 14, 1957 


A BILL To amend the Securities Exchange Act of 1934, as amended. so as to require that 
proxies given with respect to certain securities disclose the beneficial ownership of such 
securities 


Section 1. Adds a new section 14 (c) to the Securities Exchange Act of 1954. 

Paragraph (1) of this subsection deals with proxies solicited by or for oppos- 
ing nominees in an election of directors. It makes it unlawful to give or attempt 
to give any proxy, Consent, or authorization to vote any securities registered 
on a national exchange for such a purpose unless either (A) the person giving 
such proxy, consent, or authorization is the beneficial owner of the security ; 
or (B) the name and last known address of the beneficial owner appears on 
the proxy, consent, or authorization. This paragraph would apply to special as 
well as annual meetings of security holders. 

Paragraph (2) of this subsection makes it unlawful for anyone knowingly 
to exercise any proxy, consent, or authorization given in violation of paragraph 
(1) or attempt to exercise any such proxy, consent, or authorization. 


Diaest or S. 11G8—INntrropucep BY SENATOR FULBRIGHT, FEBRUARY 11, 1957 


(A bill to amend the Securities Exchange Act of 1934, as amended) 


Section 1 adds a new subsection (g) to section 12 of the Securities Exchange 
Act of 1984 

Paragraph (1) of this subsection applies to each issuer having total assets of 
more than S2 million, which is engaged in interstate commerce or business 
affecting interstate commerce or whose securities are traded through the mails, 
any means of interstate commerce, or any national securities exchange facility. 
Each such issuer must file a registration statement with SEC as to the (A) 
each class of equity securities held of record by more than 750 persons and (B) 
each debt security registrable under the Securities Act of 1933 where the out- 
standing amount of the class is more than $1 million. Each registration state- 
ment must contain information and Cocuments required of the usual registrant 
under section 12 (b) of this act. The issuer must also file supplementary in- 
formation, documents and reports required by section 13 of this act. These in- 
clude items to keep current the material filed under section 12, as well as an- 
nual reports, balance sheets and earning statements. As to securities regis- 
tered under this new subsection, the proxy provisions of section 14 of the act 
and the disclosure and insider trading provisions of section 16 of the act apply. 

Paragraph (2) contains express exemptions from this subsection for certain 
securities as follows: 
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(A) a security registered under section 12 (b) of the Securities Exchange 
Act of 1934 or a security issued by an investment company registered under 
section 8 of the Investment Company Act of 1940; 

(B) any exempted security ; 

(C) any security issued by a bank; 

(B) any security of an issuer organized and operated solely for re- 
ligious, educational, benevolent, fraternal, charitable or reformatory pur- 
poses and not for pecuniary profit, no part of whose net earnings benefit a 
private shareholder or individual; or 

(KE) any security issued by a savings and loan association, building and 
loan association, cooperative bank, homestead association, or similar insti 
tution if its accounts are insured by the Federal Deposit Insurance Corpo- 
ration or if it is either a Federal savings and loan association or a member 
of a Federal Home Loan Bank. 

Paragraph (3) of this subsection provides that registration under the sub- 
section shall terminate (a) if the issuer’s total assets are reduced to less than 
$1 million: or (0) if an equity security is held of record by less than 500 per- 
sons: or (c) if the outstanding principal amount of the class of debt security 
has been reduced below Si million. Termination of registration is not to take 
effect until 90 days after the issuer certifies such valid reasons to the Com- 
mission In any event, on application by any person or upon the Commission's 
own motion, it may order termination of such registration if it finds after notice 
and opportunity for hearing that continued registration is unnecessary in the 
publie interest or for the protection of investors or that for any reason the 

hey 


rv 





issuer is not subject to this subsection. Such a finding may be justified 
reason of the small number of public investors, lack of trading interest, in- 
activity of the issuer or the small amount of public investment as measured by 
market value of the security, or otherwise. The Commission may make termi- 
nation subject to terms and conditions it deems necessary to protect investors 

Paragraph (4) of this subsection defines debt security and class as follows: 

(A) debt security includes every note, bond, debenture, or evidence of 
indebtedness. It also includes every certificate of interest or participation 
in any such item, as well aS any guaranty of any such item. This definition 
applies whether or not the debt security also happens to be an equity secu- 
rity: 

(B) class includes all securities of a single issuer that have substantially 
similar character and whose holders enjoy substantially similar rights and 
privileges. 

Paragraph (5) of the subsection authorizes SEC to define the term “held of 
record.” It is authorized to issue rules or regulations deemed necessary or ap- 
propriate in the public interest or for the protection of investors or to prevent 
circumvention of the purposes of the subsection. 

Paragraph (6) of this subsection authorizes SEC to exempt foreign issues 
and issuers against whom the subsection’s provision may not be enforceable if 
this appears necessary and appropriate in the public interest or for the pro- 
tection of the investors. 

Section 2 of the bill amends the first 4 paragraphs of section 12 (f) of the 
Securities Exchange Act of 1934. As amended these 4 paragraphs would pro- 
vide as follows: 

First, any national exchange may continue unlisted trading privileges to which 
a security had been admitted on the exchange before the effective date of the 
new subsection (g) added to section 12 of the Securities Exchange Act of 1934 
by this bill. Upon application to the Commission approved by SEC, a national 
exchange may. extend unlisted trading privileges to any security listed and regis- 
tered on any other national exchange. No application is necessary for any 
security as to which a national exchange has, upon application, received SEC 
approval for unlisted trading privileges before the effective date of section 12 
(g). Where a security was originally given unlisted trading privileges based 
upon its listing and registration on another national exchange, these privileges 
continue in effect only so long as the security remains so listed and registered. 

Second, no application under this subsection is to be approved unless the Com- 
mission finds, after notice and opportunity for hearing, that the granting of un- 
listed trading privileges is necessary and appropriate in the public interest or to 
protect investors. 

Third, this paragraph, making no change in present law, requires SEC by rules 
and regulations to suspend unlisted trading privileges wholly or partially for any 
class of securities for not over 12 months if it deems suspension necessary or 
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appropriate in the publie interest or to protect investors or to prevent evasion of 
the purposes of the Securities Exchange Act of 1934. 

Fourth, this paragraph provides a procedure whereby SEC, by order, termi- 
Nates or suspends for not more than 12 months unlisted trading privileges 
granted any security under this subsection. Application therefor may be made 
by (a) the isuer, (0) any broker or dealer making or creating a market for the 
security, or (c) any person with a bona fide interest in the question of such 
termination or suspension. Such action may also be taken on the Commission’s 
own motion. As a condition precedent, the Commission must find, after notice 
and opportunity for hearing, that the termination or suspension is necessary or 
appropriate in the public interest or to protect investors because of (i) inade- 
quate public distribution of the security in the vicinity of the exchange or 
(ii) inadequate public trading activity on the exchange or (iii) the character 
of trading in the security on the exchange or (iv) otherwise. 

Section 83. This amends section 7 (e) of the Securities Exchange Act of 1934 
dealing with margin regulation. It provides that any security registered under 
section 12 (g) of the Securities Exchange Act of 19384 shall be subject to the 
margin requirements of section 7 and the restrictions on borrowings by exchange 
members and brokers and dealers under section 8 (a). These provisions are 
made to apply to securities registered under section 12 (g) to the same extent 
as if they were registered on a national exchange, except that an exemption may 
be granted by the Federal Reserve Board through the issuance of rules and 
regulations, such exemption to be either unconditional or on such terms and con- 
ditions as appear to be necessary or appropriate in the public interest. The 
exemption may be granted on the theory that the securities involved ure not 
included within the purposes of the Securities Exchange Act of 1934. 

Section 4 of the bill amends section 15 (¢) of the Securities Exchange Act 
of 1934 by adding a new clause (4). This grants SEC authority to order 
suspension of trading in a security otherwise than on a national exchange if 
(a) the security is required to be registered under the Securities Exchange 
Act of 1934, (0) SEC finds the issuer has failed to comply with any provision 
of this act or the rules and regulations under the act, (¢c) if in the Com- 
mission’s opinion such action is necessary or appropriate to protect investors 
and (d) notice and opportunity for hearing are given. 

This new clause also authorizes SEC to suspend trading summarily other- 
wise than on a national exchange in any nonexempted security for not over 10 
days, if in the Commission’s opinion such action is required in the public 
interest or to protect investors. Finally, the clause prohibits any broker or 
dealer from using the mails or any means of interstate commerce to carry out 
a transaction in any security so suspended or to induce its purchase or sale 
otherwise than on a national exchange. 

Section 5 of the bill repeals section 15 (d) of the Securities Exchange Act 
of 1934. Section 15 (d) presently requires each registration statement filed 
under the Securities Act of 1933 to contain an .greement by the issuer to file 
with SEC, under its rules and regulations, such supplementary and periodic 
information, documents, and reports required by section 13 of the act for 
securities listed on a national exchange. The agreement becomes operative only 
if the offering price of the issue involved plus that of all other securities of 
the same class equals or exceeds $2 million. The issuer's duty to file such ma- 
terial is automatically suspended as long as the issue is listed on a national ex- 
change, or if the issuer must file similar information because other of its 
securities are listed on a national exchange, or if the value of the particular 
class of security is reduced below $1 million on the basis of offering price of 
the last offering to the public. Class is defined to include all securities of an 
issuer having substantially similar character and whose holders enjoy sub- 
stantially similar rights and privileges. The subsection does not apply to 
securities issued by a foreign government or any of its political subdivisions 
or to any other security which the Commission by rules and regulations exempts 
as not falling within the purposes of this subsection. 

Section 6 of the bill amends section 19 (a) of the Securities Exchange Act 
of 1934. This makes SEC’s authority to suspend or withdraw the registration 
of a security apply to any security registered under any provision of the Se- 
curities Exchange Act of 1934, thereby including securities required to be 
registered under the new subsection (¢) of section 12 as provided in this bill. 
The provision authorizes SEC, after notice and opportunity for hearing. to 
order the denial, suspension of the effective date, suspension for not more than 
12 months, or the withdrawal of registration of a security, if SEC finds the 
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issuer has failed to comply with any provision of this act or the rules and 
regulations thereunder. 

Section 7 amends section 20 (c) of the Securities Exchange Act of 1934. 
This amendment has the effect of extending to securities registered under sec- 
tion 12 of the Securities Exchange Act of 1934 the provisions of section 20 
(ec) making it unlawful for any director or officer of the issuer or any owner 
of the securities to hinder, delay, or obstruct the making or filing of any docu- 
ment, report, or information required to be filed under the act or any rule or 
regulation thereunder, in the absence of just cause. The amendment continues 
the same provision presently applicable under section 20 (c) to such class of 
person as to any security registered on a national exchange. Finally, the 
amendment removes the application of this subsection to any undertaking re- 
quired by section 15 (d) of this act, in view of the repeal of that subsection 
by section 5 of the bill. 

Section 8 repeals section 32 (b) of the Securities Exchange Act of 1934 and 
redesignates section 82 (c) as section 32 (b). This amendment is also to con- 
form with repeal of section 15 (d) as provided by section 5 of the bill. Sec- 
tion 32 (b) of the act provides for forfeiture to the United States of $100 for 
each day an issuer fails to file information, documents, or reports pursuant 
to an undertaking contained in a registration statement under the provisions 
of section 15 (d). The forfeiture is in lieu of any criminal penalty that might 
arise under section 32 (a) of the act. The forfeit is payable to the United 
States Treasury and is recoverable in a civil suit brought in the name of the 
United States. 

Section 9 of the bill provides for its taking effect 6 months after the date of 
enactment. 

Senator Lauscur. Our first witness will be the Chairman of the 
Securities and Exchange Commission and his associates. I under- 
stand that his testimony will cover all three of the areas I have 
mentioned. 

I would appreciate it if, in the interests of orderly procedure, wit- 
nesses presenting testimony touching 2 or more of the 3 areas, do so 
in the order in which I have discussed them; namely: (1) Proxy 
matters; (2) regulation A offering; and (3) unlisted securities. 

Mr. Armstrong, if you will proceed ? 


STATEMENT OF J. SINCLAIR ARMSTRONG, CHAIRMAN; ACCOM- 
PANIED BY COMMISSIONER ANDREW DOWNEY ORRICK; COM- 
MISSIONER HAROLD C. PATTERSON; COMMISSIONER JAMES C. 
SARGENT; ALBERT K. SCHEIDENHELM, EXECUTIVE DIRECTOR; 
F. BOURNE UPHAM III, EXECUTIVE ASSISTANT TO THE CHAIR- 
MAN; THOMAS G. MEEKER, GENERAL COUNSEL; JOSEPH B. 
LEVIN, ASSISTANT GENERAL COUNSEL; JULE GREENE, AT- 
TORNEY, OFFICE OF THE GENERAL COUNSEL; ANDREW BARR, 
CHIEF ACCOUNTANT; LINDSAY MILLARD, ASSISTANT CHIEF 
ACCOUNTANT; BYRON D. WOODSIDE, DIRECTOR, HARRY HELLER, 
ASSISTANT DIRECTOR, CHARLES E. SHREVE, CHIEF COUNSEL, 
AND RALPH C. HOCKER, BRANCH CHIEF, DIVISION OF CORPORA- 
TION FINANCE; PHILIP A. LOOMIS, JR., DIRECTOR, DIVISION OF 
TRADING AND EXCHANGES; CHARLES T. KAPPLER, ATTORNEY 
IN CHARGE, SALT LAKE CITY BRANCH OFFICE; AND JAMES 
PHELAN, LEGAL ASSISTANT TO COMMISSIONER EARL F. HAST- 
INGS, SECURITIES AND EXCHANGE COMMISSION 


Mr. Armstrone. Mr. Chairman, I am J. Sinclair Armstrong of 
Illinois. the Chairman of the Securities and Exchange Commission. 
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[ am accompanied today by my fellow Commissioners, Commis- 
a Andrew Downey Orrick of California; Commissioner Harold 

Patterson of Virginia; and Commissioner James C. Sargent of 
New York. 

Unfortunately, Commissioner Earl F, Hastings of Arizona is ill in 
the hospital. 

I am also ponegayenned by Mr. Albert K. Scleidenhelm, Executive 
Director; Mr. Bourne Upham III, Executive Assistant to the 
Chairman; Mr. Thomas G. Meeker, General Counsel; Mr. Joseph B. 
Levin, Assistant General Counsel; Mr. Jule Greene, attorney, Office 
of the General Counsel; Mr. Andrew Barr, Chief Accountant; Mr. 
Lindsay Millard, Assistant Chief Accountant; Mr. Byron W oodside, 
Director, Mr. Harry Heller, Assistant Director, Mr. Charles E. 
Shreve, Chief Counsel, and Mr. Ralph C. Hocker, Branch Chief, 
Division of Corporation Finance; Mr. Philip A. Loomis, Jr., Di- 
rector, Division of Trading and Exchange; Mr. Charles T. Kappler, 
attorney in charge, Salt Lake City branch office; and Mr. James 
Phelan, Legal Assistant to Commissioner Earl F. Hastings. 

Mr. Chairman, before we commence, if you would consider it ap- 
propriate I would like respectfully to suggest the inclusion in the 
record of the letter which I wrote to you under date of April 22. 

Senator Lauscue. That request will be overruled at this time. 

Mr. Armstrone. All right, sir. 

Senator Lauscue. I will want to proceed in the order in which I 
suggested. Ata later time, when we may take up some miscellaneous 
matters, I will be glad to honor your request. 

Mr. Armstrrone. Thank you, Senator Lausche. 

This is a statement which I will make on behalf of the Securities 
and Exchange Commission, and I am authorized by the Commission 
to make it on the subject of S. 594 and 8. 1601. 

Mr. Chairman and members of the committee, S. 594, on which we 
have already submitted a memorandum of comment, would 
amend section 16 of the Securities Exchange Act of 1934 so 
as to require every person who owns beneficially more than 5 percent 
of any class of any security which is registered on a national securi- 
ties exchange to file reports of his securities holdings and transactions 
with the Securities and Exchange Commission. At present such a re- 
quirement extends only to beneficial holders of more than 10 percent. 
The bill would not amend the provisions of section 16 (b) for the 
recovery by the issuer of short-term trading profits or the prohibitions 
of section 16 (ec) against short selling. 

When the Securities Exchange Act was originally before the Con- 
gress in 1954, the House passed a bill that would have made the report- 
Ing requirement applicable to 5-percent stockholders; the Senate 
passed a bill limiting the requirement to 10-percent stockholders; and 
the conference committee followed the Senate bill in this respect. 

Disclosure of 5-percent ownership might serve to permit m: unage- 


ment or any other group to de ere whether substantial beneficial 
holdings were being accumulated and the identity of benefice ah owners 
accumulating them. The pe of this information would of 


course depend upon the facts and circumstances of each particular case. 
Under the existing’ statutory standards it is possible for very substan- 
tial accumulations of holdings to be made by individuals and groups 
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of individuals without public disclosure of such accumulations be- 
cause of the ability of single individuals to accumulate up to 10 per- 
cent without disclosure. As a result, instances have been known in 
which a group possessing 30 or 50 percent of the outstanding stock 
appeared at corporate meetings and revealed for the first time a con- 
centration of ownership held by the group merely because each men nber 
could without prior pub lic disclosure accumulate within the present 
10-percent limitation. To the extent that the percentage is reduced, 
some additional light might possibly be thrown upon such activities. 
The amount of light which would be thrown is conjectural because cor 
siderable accumulation could be made within the 5-percent limitation 
and, moreover, considerable accumulation could be accomplished be- 
fore the reports to the Commission were filed. In addition, undisclosed 
accumulation by a group, each member of which owned less than 5 
percent, would still be possible. 

Selection of the minimum point at which the reporting requirements 
of section 16 (a) will come into play must necessarily be b: ised on con- 
sideration of public interest, balancing all the factors involved, in 
cluding the likelihood of benefit to investors and others, the burden 
to private parties, and the cost to the Government. 

Adoption of the bill would result, of course, in some burden on thi 
security holders affected by it and in some small increase in the Com 
mission’s budgetarv requirements. At present the great majority of 
the reports filed under section 16 (a) are filed by persons who are 
officers or directors. Vary few of such reports are filed by persons 
who are 10-percent stoc kholders, but are not officers or directors. It 
is possible that there are substantial numbers of persons whose lol 
ings are just below the 10-percent mark, and if this shoul | prove to ba 
the case the bill would add significantly to the work of processing 
section 16 (a) reports. 

S. 1601, which is directed to identifying beneficial owners In proxy 
contests, would amend section 14 of the Securities Exchange Act of 
1934. The bill would add to that section a provision making it un- 
lawful for any person to give or to attempt to give a proxy to vote a 
registered security at any annual or special meeting for the election or 
removal of directors, with respect to which proxies are solicited by 
opposing nominees, unless: (1) Such person is the beneficial owner of 
the security; or (2) the name and last known address of the bene 
ficial owner appears on the proxy. In addition, it would be unlawful 
for any person knowingly to exercise or attempt to exercise any prox) 
in V iol: ation of the foregoing prov isions. 

In administering its proxy rules promulgated under section 14 of 
the Securities and Exchange Act, it is the opinion of the Commission 
that full disclosure to security holders of the identity, activities and 
inter ests, including beneficial ow nership 1 in securities, or persons spon 
soring, finance ing, or ac tively engaged in supporting a slate ina proxy 
contest is essential. With respect to such participants, the Commis 
sion’s proxy regulations require the disclosure of comprehe nsive data. 

That data is all provided for by schedule 14B, which has been here 
tofore s“bmitted for the records of the subcommittee, and I believe ha- 
been fully and comprehensively discussed by us in earlier testimon) 
before the subcommittee. 
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In addition, the regulations require disclosure of the beneficial own- 
ers of 10 percent stockholdings, if known. Where the Commission 
has reason to believe that the information prescribed in the proxy 
rules has not pee filed, is incomplete or inaccurate, the Commission 


has utilized | s existing investigatory and subpena powers under the 
Securities Exe a ange Act to obtain suc th addition: al information as may 
be necessary to secure compliance with its proxy rules. These tech- 


niques for enforcing the pdecmeiianaen requirements of the proxy 
rules have been effectively enpployed where the record and beneficial 
owners of securities ave residents of the United States. In the case, 
however, where the raeett or beneficial owners are of foreign national- 
ity the Commission may be unable to compel compliance with the in- 
formational require wane of the proxy regulation because its enforce- 
ment powers, of course, do not reach we ae jurisdictions. 

Whether S. 1601 would be successful in facilitating the disclosure 
of beneficial ownership, in our opinion, is oe to question because 
the record holder, whether domestic or foreign, may not knew the 
ultimate beneficial owner, particularly where the owner seeks to con- 
ceal his identity. Furthermore, the record holder may not be in a 
position to conduct the necessary investigation to reveal the beneficial 
owner even if he may suspect that the person so named is not in 
fact the beneficial owner. From the viewpoint of enforcement of the 
provisions of this bill with respect to foreign ownership, the Commis- 
sion would find itself essentially with the same jurisdictional limita- 
tions that now teee it. 

Section 14 of the Securities Exchange Act provides for such reg- 
ulation of proxies as may be—and here I am quoting the statutory 
language—"“necessary or appropriate in the public interest or for the 
protection of investors.” 

The purpose of proxy regulation is to provide all stockholders 
with information so that they can make an informed judgment in 
casting their votes. The information required by the bill, however, 
would be available prior to the stockholders’ meeting only to those 
who had solicited the particular proxies; it is only this group that 
would receive any added disclosures, and presumably the bill is not 
intended to aid this group. “Any enforcement of the bill’s provisions 
could take place only after the meeting had been convened and on 


the basis of a challenge of the validity of the proxies because of 
mcoseinelindie with the provisions oft = bill. Furthermore, it 
should be observed that sotck is carried in “street names” or in the 


name of a nominee for legitimate heaineda reasons such as facilitating 
the sale and transfer of stock and the receipt of dividends in cases 
where the stock is held by a custodian. Thus it is not clear to the 
Commission to what extent, if any, the addition to section 14 pro- 
vided by S. 1601 would assist in the protection of investors and the 
public interest. 

Information as to beneficial ownership has traditionally been con- 
sidered private in nature. Beneficial owners might refrain from 
giving their proxy rather than have their identity revealed, and, in 
addition, record owners, fearful of any possible implication in a 
violation, might prefer not to execute any proxy. <A possible con- 
sequence of these conditions would be the lack of a quorum so that 
no meeting could be held. Also if a meeting were held the election 
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might be challenged on the ground that the proxies were invalid. 
In “sharp contrast to the clear and readily determinable criterion of 
State corporation laws, which restricts the vote to the record holder, 
the standard of beneficial ow nership embodied in S. 1601 would intro- 
duce uncertainties such as the validity of proxies and the ability to 
obtain a quorum, and might well impede the conduct of corporate 
meetings. 

In addition, in situations involving a trust relationship, problems 
would arise in determining who is the beneficial owner, and in some 
instances it might be burdensome to list the names and addresses of 
the many beneficial owners that may be involved. 

The provision of the bill making it unlawful for any person 
knowingly to exercise any proxy in violation of paragraph 1 of the 
bill, notwithstanding the term “knowingly,” might restrain the 
exercise of proxies given because of the inclination of the proxy 
holder to avoid exposure to possible violations. 

That completes the Commission’s statement, Mr. Chairman, on S. 
594 and S. 1601. 

Senator Lauscur. Are you expressing the view of the Commis- 
sion, or is that your individual view 4 

Mr. Armstrona. It is my individual view, sir, but it is the unani- 
mous view of the Commission. 

Senator Lauscner. Then, to summarize, the view of the Commis 
sion is that neither of these bills will be of aid in considering all 
of the factors that are important in the enforcement of your duties 
and in the maintenance of orderly and sound meetings. Is that 
correct ? 

Mr. ArmstronG. That is correct, Senator Lausche. 

Senator Lauscne. You take that position in spite of the fact that 
concession is made by your Commission that under certain circum- 
stances, and especially when the record owner of the security is a 
foreign agency, you are helpless to fulfill your duty ? 

Mr. Armstrone. I do not concede that, Senator Lausche, to be a1 
accurate statement of the facts. I do not concede for a moment that 
there are other circumstances involved except the foreign owner- 
ship circumstances, and I have testified before this subcommittee on 
behalf of the Commission that we do have many other ways to at- 
tempt to get that information; so that the characterization of our 
Commission as “helpless” I think goes too far. 

Senator Lauscuer. Good enough. 

With respect to the ability of the Swiss banks e _ ially to answe 
pertinent questions which you propound to them, it is a fact, is it not. 
that their laws prohibit the revelation of pertinent information that 
you requested / 

Mr. Armstrona. Yes, sir. 

Senator Lauscue. Then to that extent when » Swiss bank savs, “We 
will not subject ourselves to criminal prosecution by answering your 
questions,” you are helpl sin the achievement of the ultimate inf 
mation which you feel is necessary in the fulfillment of your duty / 

Mr. Armstrrona. Not fully helpless, Senator Lausche, because, as wi 
have testified here, there are other means that we use, and we 
exhaust every possible means that is available to get the infor- 
mation to the extent that it may be available in financial institutions 
records here in the United States, and also in the attempt to obtain it 
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by voluntary means. I do not mean, and I hope you will not construe 
me to be quibbling with you over words, but I think it is a ver y unfor- 
tunate thing for this Commission to be characterized as being helpless 
in this situation. Indeed, we are not. We develop an enormous amount 
of information on these foreign situations. 

Senator Lauscue. The implications contained in my question are 
not intended to throw any odium upon your Commission in its efforts 
to perform its duty. The point I am try ing to make is that if and when 
a situation arises where the ultimate issue to be resolved is the obtaining 
of information from a Swiss bank, you cannot resolve that issue. 

Mr. ArmsrroneG. That is correct, sir. That has been the very seri- 
ous problem so far as the ultimate issue is concerned. But I think 
[ should add, Senator Lausche and members of the subcommittee, as 
I have testified here before, that that whole subject is presently the 
subject of diplomatic discussions between the United States and the 
Government of Switzerland, and I do not believe the situation is hope- 
less by any means. As I have testified before, sir, I believe that it is 
a subject matter which can best be worked out through arrangements 
between the countries, perhaps ultimately by treaty. I believe that 
would be a better approach for the Congress to take than the approach 
represented by the legislation presently before you. 

Senator Lauscne. 1 do not want to engage in any dispute with you, 
Mr. Armstrong. 

Mr. Armstrone. Oh, no, sir. 

Senator Lauscne. I think you are sincere in your purpose, but to 
corroborate the position which I take, 1 want to quote your language, 
taken from page 36 of part I of the testimony given on March 5, 1957. 
You cite certain instances where you had diffic ulty, and this is what 
you testified: 

I cite those, Senator Lausche and Senator Capehart, as examples of the type 
of situations in which we have been frustrated by the action of these foreign 
devices to evade the registration and the fraud provisions of the acts. I would like 
to emphasize that our problem is principally in this area of evasion of registry 
action under the Securities Act, as well as fraud in the sales of securities. It is 
difficult to determine who these individuals may be who are violating the Securi- 
ties Act, and whether they are American citizens using this technique to hide their 
identity and therefore deny us the evidence necessary for enforcement action. 

Mr. Armsrrona. Yes, sir. 

Senator Lauscue. That substantially describes the situation in 
which you find yourself ¢ 

Mr. Armsrrone. Absolutely, and I think it is quite clear that I am 
talking there about violation of the registration provisions, and the 
antifraud provisions, and not talking about the proxy problem. I 
think it is very important for the subcommitte to realize that the 
abuses in those areas of registration and fraud have been far greater 
and are of far greater concern to us than the difficulties we have bad 
in getting ultimate information in the proxy area. I think, if the sub- 
committee would be able to read the opinion—and I do not want 
to comment on the opinion because it is subject to appeal to the courts 
of the SEC in the Great Sweet Grass, Ltd., and Kroy Oils, Ltd., de- 
listing procee ling, you would see an ex: unple of the type of thing I 
was talking about in the testimony you have just quoted. 

Senator Lauscun. All right. “Are there any questions ¢ 

Senator Carenarr. Yes. Ihave a few questions. 

Mr. Armsrrone. Good morning, Senator Capehart. 
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Senator Carrnarr. How are you, Mr. Armstrong ? 

Are you for or against 8. 594 ¢ d 

Mr. Armsrronc. I am of the opinion that S. 594 would be appro- 
priate to be enacted, sir. I am certainly not op yposed to it, and my 
hesitation to say I am for it is because of the feeling that I have, 
Senator Capehart, that it will not solve all of the problems to which 
the sub ‘committee has been ade lressing itself. 

Senator Carprnanr. Are you for or against S. 1601 4 

Mr. ArMsTRONG. I am against that, Senator Capehart. 

Senator Carenarr. Are you going to offer today a bill, or a sub 
stitute, to solve this problem ¢ 

Mr. Armsrrone. No, sir. 

Senator Carenmarr. Are you prepared to make a report to this com 
mittee today on ways and means of solving the problem, as we asked 
you to do in executive sessions 2 months ago ¢ 

Mr. Armsrronc. No, I am not, Senator Capehart, at all; but I be 
lieve that the testimony that I have given in regard to the advisability 
of proceeding with the diplomatic discussions between the Govern 
ment of the United States and the Government of Switzerland is the 
correct way to proceed. We are not prepared to go to any other rec 
ommendation to this committee at this time. 

Senator Carpenarr. My next question is, do you feel we need 
legislation, or any changes whatsoever in the laws / 

Mr. Armstrronc. With regard to the 

Senator Carenart. With regard to proxy fights. 

Mr. Armsrronc. With regard to solicitations of proxies, subject 
to what I have said about the diplomatic discussions between this 
Government and the Government of Switzerland, and what I have 
just said with regard to S. 594, my answer is “No.” I believe no 
changes are needed. 

Senator Carenarr. You do not think any changes in the law are 
needed whatsoever / 

Mr. Armstronc. Subject to the exception I just stated. 

Senator Carenart. You are perfectly satisfied with the law and 
you are perfectly satisfied with your executive orders. 

Mr. ArmstronG. Subject to what I have just said, Senator Cape 
hart, that is correct. I do not know what you mean by executive 
orders. 

Senator Carenarr. I mean your own rules and regulations. 

Mr. Armstrrone. The rules and regulations. Yes, sir. 

Senator Carrnartr. As I say, you are satisfied with all of it, ex- 
cepting the foreign aspects of it? Is that correct ? 

Mr. Armstrona. Yes, sir. 

Senator Carenarr. And you do not think any legislation is 
needed ? 

Mr. ArmsrronG. No, sir: I do not. 

Senator Carenarr. What do you think it needed / 

Mr. Armstrone. I think the situation can be handled by vigorous 
enforcement of the rules under section 14 as they presently exist, 
by the Commission, and I believe that vigorous e mforcement has bee 
excellently given in recent years. 

Senator Carenarr. All right. What is the problem? What is 
it you want to accomplish by these diplomatic exchanges? 
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Mr. Armsrrone. What we would like to accomplish, Senator Cape- 
hart, is to be able, in the case of proxy contests, to obtain information 
which is presently forbidden by Swiss law to be given to us, as to 
the identity of beneficial owners 

Senator Carenarr. Then why do you not just put it very simply ? 
In other words, what you want is some way or means of finding out 
the beneficial owners—— 

Mr. Armsrrone. Yes, sir 

Senator Carenarr. In the case of a proxy fight 4 

Mr. Armstrone. Thatis right. That is exactly right. 

Senator Carenarr. Then why are you against S. 1601? 

Mr. Armsrrone. Because the beneficial owners, the identity of 
which I believe is in the public interest to be discovered by the Gov- 
ernment of the United States, is the identity of persons who are 
participating in proxy contests, and not the ide ntity of all the persons 
who may happen to be beneficial owners of securities in a company. 
I do not regard the latter to be of the slightest public interest or 
significance. 

Senator Carenarr. Does not S. 1601 limit it to proxy fights? 

Mr. Armsrrone. Yes, it does limit it to proxy fights; but it does 
not limit it to participants, and I think to obtain 

Senator Carenarr. Just what do you mean by that? It limits 
it to proxy fights, but it does not limit it to participants. What do 
you mean by that? 

Mr. ArmsrronGc. I mean, the fact that it would require the dis- 
closure of the beneficial ownership in the company- 

Senator Carnuart. Only if they want to vote the stock. 

Mr. Armstrrone. That is right, but I do not consider it to be of 
the slightest public interest insofar as—— 

Senator Carrnarr. Then why are you interested in knowing 
what beneficial owners are foreigners, if you are not interested in 
knowing the beneficial owners of everything ? 

Mr. Armsrrona. I am concerned about knowing the beneficial 
owners of persons, whether foreign or American, to the extent that 
they may be participants in proxy contests. To the extent that they 
are not partic ipants in proxy contests, I do not see the slightest pub- 
lic interest in invading their privacy to dise em it. 

Senator Carenarr. Under existing law a proxy fight, do you 
now know the beneficial owners of all the ound that vote? 

Mr. Armsrrone. No. 

Senator Carrmarr. Do you think that is necessary ? 

Mr. Armsrrona. I do not. 

Senator Carenarr. What is necessary? What part of the beneficial 
owners is it necessary to know about ? 

Mr. Armsrrona. Those who are participants in proxy contests, so 
that that information may be given to the persons who are entitled to 
vote, so that they can vote on an informed basis. 

Senator Carenarr. What do you mean by participants? 

Mr. Armstrrone. Participants are defined in our rules, sir. It is a 
very broad and comprehensive rule which I read into the record of 
the subcommittee when we were here in March. 
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(The rule referred to follows :) 


PARTICIPANT OR PARTICIPANT IN A SOLICITATION 


For purposes of this rule the terms “participant” and “participant in a solici- 

tation include the following: 

(1) the issuer ; 

(2) any director of the issuer, and any nominee for whose election as a 
director proxies are solicited ; 

(3) any committee or group which solicits proxies, any member of such 
committee or group, and any person whether or not named as a member 
who, acting alone or with one or more other persons, directly or indirectly 
takes the initiative in organizing, directing, or financing any such com 
mittee or group; 

(4) any person who finances or joins with another to finance the solicita 
tion of proxies, except persons who contribute not more than $500 and who 
are not otherwise participants ; 

(5) any person who lends money or furnishes credit or enters into any 
other arrangements, pursuant to any contract or understanding with a par- 
ticipant, for the purpose of financing or otherwise inducing the purchase 
sale, holding or voting of securities of the issuer by any participant or other 
persons, in support of or in opposition to a participant; except that such 
terms do not include a bank, broker or dealer who, in the ordinary course 
of business, lends money or executes orders for the purchase or sale of se 
curities and who is not otherwise a participant: 

(6) any other person who solicits proxies: provided, however, that such 
terms do not include (i) any person or organization retained or employed 
by a participant to solicit security holders, or any person who merely trans 
mits proxy soliciting material or performs ministerial or clerical duties 
(ii) any person employed by a participant in the capacity of attorney, a 
countant, or advertising, public relations or financial adviser, and whose 


activities are limited to the performance of his duties in the course of sucl 


employment; (iii) any person regularly employed as an officer or employe 
of the issuer or any of its subsidiaries who is not otherwise a participant 
or (iv) any officer or director of, or any person regularly employed by, any 
other participant, if such officer, director, or employee is not otherwise a 
participant 


Senator Cargenarr. I think I understand what you mean. 

Mr. Armstronc. I am sure you do, Senator (¢ ‘apehart. 

Senator Caprnarr. Are you satisfied that under the existing lav 
and your rules and regulations, that you are able to know the bene 
ficial owners in the cases of the participants ? 

Mr. Armstrone. Yes, sir; except where there is a foreign ownet 
ship involved because of our jurisdictional limitation in that area 

Senator Carprenarr. Except where there is foreign ownership ? 

Mr. Armstronc. Yes, sir. 

Senator Carrnarr. If we passed S. 1601 it would certainly tak 
care of the foreign situation, would it not ? 

Mr. Armstrone. No, sir; it would not. The same jurisdictional it 
hibitions that presently exist would be there. 

Senator Carruarr. What is that? 

Mr. Armstrrona. The same jurisdictional inhibitions that presen 
exist would be there. ‘There would be no reason to control 

Senator Caprenarr. I say, in the absence of knowing who the ownet 
ship was, they could not vote their stock. 

Mr. Armsrrona. It might just hamstring the corporate meeting 
completely. 

Senator Carpenart. Does that not cure the situation ? 

Mr. Armstrona. I cannot see that it does. It might make it im 
possible for a corporate business to be conducted, and that is the ult? 
mate effect of our testimony on this subject. 


th 
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Senator Carenarr. Then the only solution you have to this problem 
that is worrying everybody else, evidently 

Mr. Armsrrone. And it is worrying me, sir. 

Senator Carrnarr. Then the only solution you have to it is that 








on we work out some sort of treaty arrangement with every country in 
the world? 
ran Mr. Armsrrone. I do not believe that every country in the world 
sain, is involved in the problem. The particular countries that are in- 
mber volved in the problem—the particular country, excuse me—is the 
etly Government of Switzerland. 
— Senator Carenarr. Do you have any reason to believe that to- 
tte. morrow other countries may not throw out roadblocks ? 
who Mr. Armstrona. Senator Capehart, I think it is very unfortunate 
to characterize the law of Switzerland as a roadblock in our way. It 
: we was enacted for very specific purposes by their Government. 
par- 
ada Senator Capenarr. It is a roadblock to your administering the law, 
ther is it not ? 
such Mr. ArmstronG. I do not want to characterize it as such. 
yurse Senator Carenarr. What do you want to characterize it as then? 
if se ‘ ‘ . ° ° ; 
Mr. Armstronea. It is a law designed to protect financial institu- 
such tions in Switzerland, and customers of theirs, from the discovery by 
loyed others of ownership in various things. I am sure it was enacted 
aie without any relevance or reference to the laws of the United States, 
, ac and I am sure it is not intended by the Swiss to be a roadblock in our 
vhose way at all. 
such Senator Caprnarr. Is it a roadblock in your administering the 
ae laws? ae : 
any Mr. Armsrrone. I will not characterize it as such. The roadblock 
ise a is the ultimate view that the jurisdiction of the Government of the 
United States does not extend beyond our own territories, and we 
have to have a arrangements with other governments in 
order t ») get information we may need. it is throug h en ation and 
- law th roug ef treaty and th rough agreeieni with other count s that we 
ene- can solve t this problem. 
Senator Futsricur. Will the Senator yield ? 
ner Senator Capenarr. Yes. 
a. Senator Futsricut. What is the motive of Switzerland in wishing 
‘ to prohibit or inhibit anyone trom knowing who owns these? What 
is their motive in it ¢ 
take Mr. Armsrronc. Senator Fulbmght, I am not an expert on the 
subject. but I believe that the motive of the Government of Switzer- 
il in land in passing the laws that we have been discussing was to prevent 
victims of the Nazi tyranny, and, more recently, of the Communist 
tyranny, who were refugees and who are able to get property out 01 
ont] those countries, from bei _ harrassed and pursued, and their mires 
. harassed and pursued, 1 1 the countries in which tl lose tryrannies exist. 
vner- Senator Futsricur. lt has been said it is to provide a a haven for 
hot money from all over the world, and to attract all of the illicit 
eting profits of all sorts of people to that place as a depository. Do you 
think there is anything to that ? 
Mr. Armsrronc. There etter A is something to that, Senator 
t im- Fulbright, but I am in an area where I do not consider myself to be 
nit completely expert, and the testimony I gave a moment ago in answer 


to your question was based upon information we have been given. 
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Senator Fursrienr. Have you not also been given information 
that the Swiss officials have hindered this Government and our con- 
sular service in trying to prevent trading with the Communists / 

Mr. Armstrona. I have no such information, Senator Fulbright. 

Senator Funsrienr. [ have been told that by officials in our Gov- 
ernment. 

Mr. Armstrrone. Well, you are in a different position from me, sir, 
as one of the ranking members of the Foreign Relations Committee 
of the Senate, but I have no such information on the Securities and 
Exchange Commission, so I cannot testify to it. 

Senator Fursricut. It seems to me that the Securities and Ex 
change Commission ought to have some information about what the 
Swiss do in this field, and they ought to be able to tell this committee 
what they do. 

“es Armstrong. When you talk about hot money, Senator Ful- 
bright, perhaps you are thinking of the danger of American cor 
porations being taken over by foreign interests who are dominated 
by interests behind the Iron Curtain. We have a very firm opinion 
there is no such thing going on, and we so testified a month or so ago 
before the Senate Internal Security Subcommittee to that effect. 
Consequently it does not, as I understand your question, it does not 
seem it is particularly pe rtient to the problei ns of the Securities and 
Exchange Commission in enforcing the Federal securities laws. 

Senator Fursrient. | think that is important, as to whether or not 
they are, but it is also import: int whether other people are—people 
who are not nec ‘essarily Communists, but who are simply people we 
do not wish to have undue influence in our domestic corporate busi- 
ness structure. 

Mr. Armstrone. I agree with that, Senator Fulbright. Our view 
of that matter at the Commission is that there is nothing of that sort 
going on, and we have very good evidence of the fact that it is not 
going on. 

Senator Busu. Will the gentleman yield for a point about the Swiss 
banks, if I might say this: I think it should be said in behalf of the 
Swiss banks that while they may shield some hot money, the system 
which they have developed I do not believe was ever set up for that 
purpose. Perhaps it has been availed of in some instances for that 
purpose, but the Swiss banks have developed a reputation for being 
sound investors in markets all over the world. They are one of the 
few places that accumulate business on that basis. So investors in 
various countries who may be afraid of inflation in their country, or 
of war in their country, or one thing or another, over the years have 
gravitated into Switzerland, which is sort of isolated and in peace, 
and is thought to be the safest haven for savings of any sacs in all 
of Europe. They have developed in those banks extensive investment 
departments and they are investors in the different countries, wherever 
they think money would be the safest and most likely to maintain its 
value, and perhaps even increase in value. 

They use with discretion the great accumulation of funds that come 
to them from all over the world. So I think they do render to in- 
vestors abroad a very useful service. 

I do not say that the Senator is not right, that because of that system 
that has grown up some people who want to shield the ownership of 
hot money have availed themselves of those services, but I think this 
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country has been extremely friendly to us, and is . very important 
customer of the United States in many ways too. I do not think we 
want to characterize their great banking system—and I am sure, Sen- 
ator Fulbright did not intend to either—as being a hot-money refuge 
primarily. 

Senator Fu.sricur. If the Senator will permit one last observation, 
I did not mean only Communists. What about the American hood- 
lums who have difficulty in this country doing it directly, but not 
doing it indirectly? We ought not to permit or tolerate their use of 
a legitimate Swiss bank for such a purpose. 

Senator Busu. I would agree with that. 

Senator Futsrigur. I cannot see why it is legitimate to know 
the beneficial owner which, as I understand it, is what the Senator 
is trying to get. 

Senator Carenarr. I have no desire to change their laws at all. 
have the greatest respect for the Swiss. I want to change our laws 
so that if ‘anybody holding shares in foreign countries wants to vote 
them over here, they will have to tell us who they are. That is all 
I want. If they do not want to vote them, they do not have to. 

Is it not a fact that you recently had a case of a big proxy fight in 
which some of the participants, or at least one of the participants, 
bought American stocks in a foreign country, and thereby was able 
to circumvent the laws of the United States, and buy them on down- 
payments and under conditions that he could not have bought them 
here in the United States / 

Mr. Armstrronc. The answer is “No.” 

Senator Capenart. The answer is “No”? 

Mr. Armsrrona. That is correct. 

Mr. Heiter. We have no proof anybody in the United States 
bought securities through those banks. 

Senator Lauscue. Are you answering the question, or Mr. Heller ¢ 

Mr. Armstrrone. Mr. Heller is answering the question, Senator 
Lausche. 

Senator Carenarr. I would prefer you answered it. You are the 
chairman of the Commission. 

Mr. Armstrong. I am willing to answer it, Senator Capehart, and 
I am well advised by the staff that the answer I am giving is correct. 
Mr. Heller is wag assistant director of the Division of Corporation 
Finance, and is in charge of handling se Fairbanks, Morse proxy 
fight and the Penn-Texas proxy fight for 1 [ am relying on others, 
and I think Iam on ve ry sound ground in eonleclte with Mr. Heller 
as to what the answer to your question was. 

My immediate reaction was the answer is correct, and he ean verify 
it extensively. 

Mr. Heiter. There is no evidence we have 

Senator Carruarr. You injected these two cases into it. I want 
the record to show that. 

Mr. ArmMsrrone. Yes, sir. Beeause, as far as I am concerned, we 
would like to have the executive sessions made public. 

Senator Caremarr. I have no desire to inject names into the record 
simply to get into personalit ies, 

Mr, Arusrrone, But 1 wanted to make the point that so far as I am 
concerned, at the present time the Commission would recommend to 
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the subcommittee that the transcripts of testimony we gave in the 
executive sessions be made public. 

Senator Carenart. My question is this: Is it not a fact that one of 
the participants at least arrived at the ownership, or arrived at the 
point where he had the right to vote the shares, a sizable block of 
shares which were acquired for him knowingly or unknowingly, and 
were acquired over there in a big block under conditions which would 
have been a violation of your rules and regulations and the stock 
exchange rules and regulations in the United States? Is that a true 
statement ? 

Mr. Armsrronea. No. 

Senator Bennerr. May I ask a question? 

Senator Carenarr. Then I sat in executive sessions for 2 or 3 d: ays 
and did not understand the English language. That is all I can say. 

Senator Bennerr. Do you know when these Swiss laws we have 
been discussing were passed? Were they passed recently, or have they 
existed for some time? 

Senator Lauscue. I think it was in 1934. 

Mr. Armstrone. In the middle thirties. It was at the time of the 
rise to power of the Nazis. 

Senator Bennett. So they have not been passed recently ? 

Mr. Armstrona. No, sir. 

Senator Bennett. Or have no relevance to this particular problem ? 

Mr. Armstrone. That is right. They have been on the books a 
long time. 

Mr. McKenna. The same pattern was a matter of Swiss common 
law long before the statutes themselves were enacted. 

Senator Bennett. So this is a firmly fixed part of the pattern of 
the Swiss economy, that is, the banking economy ? 

Mr. McKenna. So I understand. 

Mr. Hetier. Mr. McKenna, may T correct that statement? The 
common law you are referring to is also statute and prohibits a bank’s 
et ies from dise losing confidential secrets about. customers of a 

bank. That law has been there a very long time, but in the thirties a 
law was passed which specifically prohibited the revelation of business 
secrets to foreign official agencies, 1n so many words. 

Mr. McKenna. The latter is true, but I believe it is also true that 
the Swiss common-law recognition of a so-called banking seeret was 
given statutory form in the 1930's also. 

Mr. Heiter. The economic espionage law is the law that most trou- 
bles the Swiss, 

Mr. McKenna. But the pattern of the Swiss in sien ing the 
identity of their clients of business institutions has been long estab- 
lished and antedated the passage of these statutes. 

Mr. Hetier. I think you will find that true of American banks, 
Mr. McKenna. 

Senator Futsricnut. I want to get this straight. You said you do 
not know that the Swiss, or anyone using the Swiss banks, violated 
our laws. On the other hand, you do not know that they did not 
either. You do not know. Is that what your answer means? You 
are not certain that they did not do things which would not be legal 
under our system, or if it had been done under the jurisdiction of 
our laws? 
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Mr. Heiter. What I said, Senator Fulbright, is that the mere pur- 
chase of those stocks thorugh these banks was snot illegal. 

Senator Lauscne. You have not answered the question. ‘The ques- 
tion is, Do you know that what was done was in compliance with 
our laws? 

Mr. Heiter. We have no evidence that it was not in compliance 
with the laws. 

Senator Lauscusr. That is not the question. 

Senator Futsrient. That is a little different, but can you answer 
it the other way? Do you affirmatively know it was in compliance ? 

Mr. Herter. No, I do not think I can. 

Senator Futsricgur. Which, in effect, means you do not know what 
ll of the facts are. Is that right? 

Mr. Hetter. Except the preponderance of evidence we have would 
ndicate the contrary. The preponderance of evidence we have would 
ndicate the contrary. 

[ may say this in respect of Swiss banks: One bank which bought 
i large block of Fairbanks, Morse stock, did not in fact vote the stock 
at the annual meeting of 1956, although it had the right to, on the 
vround that, and it so informed this Coldnieliai it was not its 
policy to vote stock in an American managerial controversy. 

per see Is it not a fact that the banks over there bought 

. large block of stock in an American corporation, and that later 
the ‘y sold it ie the participants 

Mr. Herter. That is correct. 

Senator Caremarr. Ina proxy fight? 

Mr. Hetier. That is correct. 

Senator CareEHART. On terms and under rules and regulations that 
ey coule | not have sok | it for had they been a United States bank, 

- had they been a broker on the New York Stock Exchange? J 
\ ant you to give careful consideration to your answer. 

Mr. Heuier. I think if they were American banks that would be 
orrect as to one transaction, or several of them. You are right, 
Senator. 

Senator Carrnarr. Yes. Then why did you answer the question 
ny first question, as you did? My first question was on that oer 

Mr. Heuer. Because your first question related to foreign banks, 

nd foreign banks are not subject to margin requirements on terms. 

Mr. Armsrrone. I don’t understand your question. 

Senator Carenart. What we are getting at is this: In other words, 
ere is the case. I am not blaming the Swiss banks and I am not 
rying to change the Swiss law. That is not our business. I am only 
lealing with American law, and American banks. This is where 
Swiss banks, either on their own initiative or somebody else’s initia- 
tive—and you do not know and I do not know, and I do not know 

- we need to know—went in and bought a large block of stock in 

1 American company and then later sold it to one of the participants 
in a proxy fight in the United States under rules and regul: ations, or 
terms of downpayment, and so forth, that could not have been granted 
in the United States, therefore giving this particular proxy partici- 


pant a big advantage in this fight. What I am trying to avoid is not 


this particular case, but I am trying to avoid it in the future. 


In the future, what is to keep a man, if he wants to get control of 
ompany in the United States, or a group of men, from having banks 


ile 
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in foreign countries buy up big blocks of shares of stock and then in 
turn sell it toa fellow who is trying to get control at 10 percent down, 
or 5 percent. down, or at least on terms that he could not buy it for 
from a United States bank or broker, and thus have a decided ad- 

vantage over others? In the meantime with nobody knowing who it 
is? Do you not want to correct that situation ? 

Mr. Armsrrone. What terms are you talking about? The extension 
of credit terms? 

Senator Carenarrt. I will get back to my question. Is it not a fact 
that one of the participants in this recent fight purchased a large block 
or large blocks of stock from Swiss banks at a downpayment and on 
terms that under your rules and regulations he could not have pur- 
chased it for in the United States, ‘and he did it without notifying 
you he purchased it? Is not the answer “Yes ?’ 

Mr. Armstrona. I will ask Mr. Woodside to ¢ omment on that. 

Mr. Woopstpr. May I try to answer your question ? 

Senator Carenarr. Yes. 

Mr. Woonsipr. As we testified before, I do not know who the persons 
were who placed orders through the Swiss banks. 

Senator Carenart. To buy the stock in the first instance. 

Mr. Woopsipr. To buy the stock. 

Senator Capenart. In the first instance. 

Mr. Woopsinr. In the first instance. And we do not know who those 
persons may have been who owned the stock, and sold it through the 
Swiss banks to the participants in this proxy contest. 

Senator Carenart. To the participants in the United States. 

Mr. Woopstpr. The 4 purchase by the participant. 

Senator Carenarr, [ do not want to confuse you at all, but you do 
know whoever it was did sell them to the United States participant 
did so on terms that would have been prohibited had they bought them 
through the New York Stock Exchange, or some other exchange. 

Mr. Woopstpe. Well, what I am trying to do is answer your first 
question. 

Senator Carenart. Yes. Go ahead. I am sorry. I do not want 
to confuse you. 

Mr. Woopsipe. I am trying to answer your first question, which 
is, without being able to determine precisely what the role of the 
bank was, we are not in a position to tell you that the transactions, 
if consummated in this country, would have violated our laws, be- 

cause for all we know the bank may be acting as an agent for some- 
body. I do not know that the bank was financially—— 

Senator Cargemart. No. You are missing my point, or else I 
am not making myself clear. 

Ofcourse, you ‘do not know, and I do not know, and no one knows, 
why the Swiss banks bought this p: inte ular stock. But they did buy 
it and they did own large blocks of and they did sell it later to 
one of the partic ipants in this sear ‘hoht. My point is that they 
sold it to them on terms that would have been prohibited in the 
United States. Is that not a true statement / 

Mr. Woopsipr. Senator, we testified and told you that the Union 
Bank of Switzerland advised that it was not acting on its own ac- 
count. That meant it was acting as agent. 

Senator Carenart. I understand that. Let me put it this way 
This United States participant paid the Union Bank. The Union 
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Bank carried it and they paid a small percentage down on the balance 
over a period of time. 

Mr. Woopvswwr. We know that the purchase was made from the 
Union Bank. 

Senator Carenartr. Was not the purchase by the American made 
on terms which would have been prohibited had they bought from 
New York through the New York Stock Exchange, or any other 
exchange ¢ 

Mr. Woopsinr. I think the only honest answer I can give you to 
that is we do not know. 

Senator Capenart. You testified here—— 

Senator Bennerr. May I ask a question which might clear it up? 

Senator Carenmart. Yes. 

Senator Bennerr. We do know the Swiss bank says it was not 
acting for its own account. 

Mr. Woopstpr. That is right. 

Senator Bennerr. Is it possible for individuals to deal in securi- 
ties without going through the exchange on terms different than those 
required by the exchange ? 

Mr. Woopsipr. There can be private transactions between persons 
concerning securities every day in the week. 

Senator Brennert. So is it possible this was a private transaction 
in which the bank was simply acting as temporary custodian of the 
stock ? 

Mr. Woopsipr. It is entirely possible and I am not in possession 
of information to say whether it is so or not. That is what we 
testified to in the private first hearing. 

Senator Carenari, I would like to place in the record the pur- 
chases from the Swiss banks of one of the participants in this fight. 
They purchased $33 million worth of stock and the balance that they 
owed on it was $18 million. In other words, the amount of margin 
that they put up was much less than the margin required by the New 
York Stock Exchange. 

Senator Busu. What is that document, Senator? I would like to 
see it. Tam not familiar with it. 

Mr. Heuuer. That covers all of the purchases made by the par- 
ticipant, both here and abroad. I do not think you can use those 
figures to indicate a violation on the part of the Union Bank. 

Senator Carenarr. I am not trying to get those figures particu- 
larly. 

Let me ask you this question—— 

Senator Futmricnur, Will the Senator yield for a question on that? 

Senator Caprnarr. Yes. 

Senator Futsriciur., The implication of your question is concerning 
the credit. regulations for stock, but what you are really trying to do is 
deal sumply with the question of knowle dee = who is buyi ing it, re- 
cardless of the terms wpon which they buy. T think the latter one is 
muc x simpler. T am un: ab le to see any good re ason why our stock- 
holders are not entitled to know who is tr Mic king int this stoe k, regard- 
less of the credit terms on which they do traffic in the stock. Ts that 
not the purpose of the bill? 

Senator Carenarr. The purpose of the bill is in the case of a proxy 
fight to try to get a law here which notifies every stockholder in the 
company of ¢ the beneficial owner of ever v share of stock who wishes 
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to vote it in the proxy fight. For the life of me I can’t see how any- 
body could be opposed to it, and it seems to me it cures many of the 


problems. 
Mr. Armstrona. Senator Capehart, I am —_ regretful in having 
with complete sincerity to disagree with you. I do not believe that 


the bill would be in the public ‘interest, or is necessary in the public 
interest, to deal with the problem we are dealing with in enforcing 
the Securities Exc hange Act. 

Senator Carprenart. You do not feel as a stockholder of a corpora- 
tion that when there is a big proxy fight on and you are asked to vote 
for certain nominees for directors—you do not feel that you are en- 
titled to know the beneficial owners of all the shares that are going to 
be voted ? 

Mr. Armstrone. No, I donot. I think that the bill will not do that 
either. I think the thing that is involved here is the giving of in- 
formation to investors about participants in the contest, and that is 
the public interest that the Securities Exchange Act and our rules 
thereunder try to protect, because the point is if a stockholder is going 
to vote on an informed basis in a corporate election, he should know 
who it is he is voting for, and what the person he is being asked to vote 
for owns in the way of securities, and what his contractual relation- 
ships with the company are, and what, if any, business plans he has 
for the company. 

But it is of no concern for that stockholder to know who innocent 
bystandards to that contest are. 

Senator Carrnarr. How can you say they are innocent bystanders ‘ 

Mr. Armstrona. I use “innocent” in the sense a law uses the term 
“an innocent bystander,” meaning one who is not concerned in the 
matter. If there is an accident on a street corner and two cars rm 
into one another, and you and I are standing on the street corner, and 
are not partic ip: iting in the accident, we are innocent bystanders; and 
that is the position an ordinary stockholder is in in this situation. 

Senator Capenartr. But is not every stockholder interested in it? 

Mr. Armsrrone. Certainly he is, but he is ” interested in every 
body else’s holdings, but he is interested in the holdings and interests 
of those who are seeking to be elected. 

Senator Carruart. Would he be interested in everybody else's 
stock, or some of the other people’s stock, if he happened to know who 
they were? He might be interested if you were willing to disclose the 
information, or pass a law requiring that the information be disclosed 
to him. 

Mr. Armstronc. To pass such a law I believe would impose very 
great impediments to the conduct of corporate meetings, and very 
great liabilities on people engaged in conducting those meetings, and 
not for the purpose of protecting any public interest. 

Senator Carenarr. I am willing to accept that responsibility if 1 

can solve what I see is a growing, or may well be a growing situation 
hate which is very, very bad. I ‘do not think vou are going to be able 
through diplomatic channels to change the Swiss law. I do not know 
that youshould. But you certainly, by a very simple bill in the United 
States Congress, can say to all participants and all owners of stock 
in a corporation where there is a proxy fight, that they simply sign a 
simple affidavit as to who the beneficial owner is, if they want to vote 
it. If they do not want to vote their stock, they do not have to take 
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any action at all, but if they want to vote it they sign a very simple 
affidavit as to who the beneficial owner is, or in their best judgment who 
the beneficial owner is. 

I do not think that is asking too much. 

Senator Lauscue. Let us take a look at this problem. I want to 
have you check me, as to whether I am correct in making this state- 
ment: Is it not a fact that presently you are not able to state who the 
principal was for whom the Swiss bank acted in acquiring the stock 
that finally found itself in the name of Silberstein—Penn-Texas? 
That is correct ? 

Mr. Armstrone. Yes. 

Mr. Hetier. That is right. 

Senator Lauscne. No. 2, you are not able to state what the marginal 
requirements were in the purchase of the stock by this unknown prin- 
cipal for whom the Swiss bank was acting ? 

Mr. Hetxier. That is true. 

Mr. Armstrrona. That is right. 

Senator Lauscur. Thirdly, you are not able to state whether the 
principal for whom the Swiss bank was acting was an insider intend- 
ing to make profits on the purchase. Is that correct ? 

Mr. Armstronc. And who would be subject to section 16 (b). The 
answer is “ Yes.’ 

Senator Lauscue. Fourth, you are not able to state whether the 
person who was the principal made profits on which he did not pay 
income tax to the United States. Is that correct? 

Mr. Heuer. That is correct, sir. 

Mr. Armstrrone. That is correct. 

Now, Senator Lause he, may I amplify my answer? 

Senator Carenarr. Will you yield? 

In other words, if you cannot stop this sort of thing the investors in 
the United States will go over to foreign countries and do their busi- 
ness, because they can do their business over there under rules and 
regulations that are much more liberal than they are in the United 
States, 

Mr. ArmsrronG. Senator Capehart and Senator Lausche, I think 
this bill would be brought into focus if the answers to the questions 
which Senator Lausche Just asked were supplemented as follows: This 
bill would not help to change the situation because there is nothing in 
this bill that would make it possible for an agency of the Government 
of the United States to get the information that you are talking about. 

Senator Carenarr. That may well be true, but—— 

Mr. Armsrrona. It is true. 

Senator Capenarr. But we asked you some 2 months ago to prepare 
legislation, to prepare a bill which would do the very thing we are 
talking about, and come here with recommendations. 

Mr. ArmstronG. Senator Capehart, we testified then and we testify 
now, we believe it will take the cooperation of the foreign countries 
involved, because you are talking about jurisdiction and you are talk- 
ing about sovereignty, and whether we like it or not, the jurisdiction 
of the United States is limited to our own areas. We c annot go into 
Switzerland and force them to give information by the use ‘of our 
subpena that we can on the b: inks of New York. 
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Senator Futsricutr. But you can put the condition on that they 
cannot vote it without disclosing ownership. You see nothing wrong 
with that, do you? 

Mr. Armsrrone. Yes, sir, I do, because I think this bill would 
effect tie up the corpor: ate meetings, because particularly with this 
word “knowingly” in it, who will be able to hold a meeting with that 
word “knowingly” staring them in the face? 

Senator Futsricur. If there is some minor change of a word 
two, I will be interested in hearing it; but the general proposition as 
to requiring them as a condition to voting the stoc ck to reveal the owner- 
ship—whi at is wrong with that as a general proposition, leaving out 
the other? 

Mr. Armstrrona. Mr. Woodside wants to answer that, Senator. 

Mr. Woopsipe. Senator Fulbright, we have studied the bill under 
discussion in terms of our experience in proxy contests and it is our 
judgment that if the bill we are talking about had been on the books 
at the time of the most recent controversy which occurred, it would 
not have changed the picture one iota, or contributed to any more 
_ losure than you got there. Conceivably you can visualize a set of 

ircumstances where the beneficial ownership of a participant was in 
issue, and where it became a matter of dispute between the parties and 
the Commission, and what would happen in that ner I do not 
know. But up to this point, to my knowledge there has been no case 
under the proxy rules where this bill, had it been on ihe books, would 
have furthered the solution one bit. 

\s a hypothetical proposition it might do some good. 

Senator Futsrientr. As to the knowledge which Senator Lausche 
just pointed out that you did not have, you do not think you would 
have had that even if you had the bill? 

Mr. Woopsine. It is hard to say. 

Senator Futsricur. Was this stock voted at all ? 

Mr. Woonsinpe. The stock was voted. The beneficial ownership of 
the stock was disclosed, and stated under oath. 

Senator Carenarr. To whom? 

Mr. Woopstpr. I beg your pardon / 

Senator Carenart. To whom was it stated under oath ? 

Mr. Woopsipe. It was stated under oath to us. It was stated in 
the proxy statements of the companies. 

Senator Carenart. Did you send that information out to all other 
stockholders ? 

Mr. Woopstpr. Senator Capehart, the proxy statements of those 
two companies went to all of the securities holders of the Fairbanks 
Morse Co. 

Senator Caprmartr. No. The affidavit. Did that go to the stock 
holders 7 

Mr. Woopsinr. The substance of the affidavit is in the proxy state 
ment. 

Senator Carenart. I know, but did you send it out yourself? Ts 
there any law requiring anybody to send it out ? 

Mr. Woopsipr. No, sir: and your bill would not do it either 

Mr. Arwsrronec. It is required to be sent out by proxy rules. 

Mr. Woopsinr. As to participants. Yes. 

Senator Carenart. Frankly, I cannot understand the attitude of 
you gentlemen, when all we are trying to do is to get a bill, or get 
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legislation here. We do not particularly care about S. 1601, and we 
do not particularly care about the language of it. If it needs chang- 
ing, let us change it. We are trying to cure what we think is a bad 
situation developing in the United States, and you gentlemen seem 
to feel that there is not a bad situation. 

If there is not, then we might just as well forget the whole thing. 

My next question is, Do you feel that there is a “bad situation devel- 
oping in the United States in connection with this matter? 

Mr. Armstrrone. Certainly there is a bad situation, Senator Cape- 
hart, when an agency of the United States Government is not able 
to get the information that it wants in order to be satisfied that the 
compliance with its rules is being obtained—full compliance and full 
information for full compliance. Certainly that is a bad situation. 

And essentially that is why we were so anxious to report to your 
committee on this subject back in March. 

Senator Bennerr. It seems to me we have reached the point now 
where we are debating as to whether or not requirement of disclosure 
of the beneficial ownership of ever y share- res ghees it is what it amounts 
to—is required. Could the matter be cured or improved if we at- 
tempted to rewrite the regulations under wach you define partici- 
pants? Should that be widened? I can see a trust department in a 
little bank holding a few shares of a particular stock for minors under 
a trust. I can see that it would be a burden to them, and it would 
be no good to the Commission if they were required to present their 
trust instrument and thus disclose the beneficial owner. 

Mr. Armstronc. We agree with that. 

Senator Bennerr. Could it be served by widening the definition of 
“participant” ? 

Mr. Armstrone. Sir, I believe that the definition of “participant” 
which we incorporated by amendment into our proxy rules in January 
of 1956 is sufficiently broad to deal with ~ situation. In other words, 
our existing authority under section 14 (a) and our existing rules are 
satisfactory in that regard. 

Senator Bennerr. Can we draw this kind of a parallel? I recog- 
nize it is not completely accurate. In a political campaign the par- 
ticipants or the candidates in the campaign and their friends are 
anxious to disclose and to state the = names before the public, but we 
do not require every voter to say in advance what his position is in 
order to allow him to vote. Is een ‘re a distinction between the partici- 
pants and the voters in this case, as there may be in that ? 

Mr. Armsrrone. I think, broadly speaking, that is a very good 
analogy, Senator sennett. We have the Australian ballot. 

Senator Carenarr. Let me say this: The Securities and Exchange 
Commission was set up to protect the public and the people, and not 
the trust departments of banks, and not New York brokers, and not 
Swiss banks. It was set up to protect the people. How in the world 
you can say a stockholder, even of one share of stock, does not have an 
interest in this matter, is beyond me. He probably has no interest in 
the matter if he does not know the facts, but if he knows X, Y, Z out 
here, who he is and where he comes from, and that he owns 50,000 
shares of stock, or 100 shares, or less, and he knows he owns them, 
then that fellow with the 1 share may become interested in the com- 
pany. 
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Mr. Armstrong. If the fellow here is a participant, I agree with 
you. 

Senator Carenart. Your position is, you are trying to protect every- 
body except the common-stock holder or the public. All that we are 
trying to do here, or at least all that I am trying to do here, is to 
protect the investing public by giving them all of the information as 
to who it is that is trying to get control of their business. 

Mr. ARMSTRONG. Senator ( ‘apeh: wt, your objectives and the objec- 
tives of the Commission are identical, but where we part company is 
where you want to extend the disclosure 1 requirements to all owners, 
regardless of whether they are participating in the contest or not. 

Senator Carenarr. Will you stop there, please ? 

Mr. Armstrrona. And have the public interest limited to disclosures 
to all of the stockholders or those who are participants. 

Senator Carenart. You are 100 percent right. It is limited unless 
there is certain information he does not know about. For example, 
if I were a stockholder in a company I might have no interest in the 
election at all, but if I happened to know that certain people were 
trying to get control of my company, I might have an interest in it. 

Mr. Armsrronc. Every stockholder has an interest in the election. 
It is a corporate right he has as a stockholder to be able to vote. 

Senator Lauscur. Let me say something now. 

Senator Busu. I have been trying to seek recognition for a long 
time. 

Senator Lauscue. Senator Bush. 

Senator Busn. I want to make a few observations. On page 3 this 
bill calls for and says, “Such person”—and it is either 1 or 2—it says 
that the proxy cannot be voted unless the person is a beneficial owner 
of a security. Is that right? 

Mr. Armsrrone. Yes, sir. 

Senator Busu. That would mean if that were the only provision 
that every beneficial owner of a security would have to vote his own 
proxy. 

Mr. Armsrrona. Yes, sir 

Senator Carenarr. Will the gentleman yield ? 

Senator Busn. Not for a moment. 

Senator Capenarr. Let us get the facts. 

Senator Busn. That is what I am trying to do, Mr. Chairman, and 
I will be glad to yield in a moment to the Senator. 

My point is, and I would like to have the witness’ attention to this, 
that with that situation alone it would mean no trust company, and 
no trustee, and no agent, could vote a proxy for a beneficial owner, 
because the benefici: al owner would have to do it for himself. Is that 
what that means? 

Mr. Woopstpr. He could not give a proxy unless he were a beneficial 
owner, if that stood by itself. 

Senator Bennerr. Unless it were disclosed. 

Mr. Woopstpr. The prohibition is to give or attempt to give a proxy. 
The first condition is, unless such person is a beneficial owner. 

Senator Busn. Yes. That comes right down to the fact that it 
really requires the beneficial owner to state his views and take his posi- 
tion on a vote. Is that not true? 

Mr. Woopsipr. It seems so to me. 
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Senator Busu. That would provide certainly a tremendous incon- 
venience to thousands and thousands of people, small stockholders 
and big stockholders, all over the country, who would have to do some- 
thing new that they have not had to do before, which would be very 
inconvenient, and which to a large extent would defeat the very pur- 
pose for which they have made arrangements with a trust company, 
or an agent, or an attorney, or somebody who can look out for them- 
selves and for these people, because the people do not feel they know 
enough to do it for themselves. Is that not a fair observation 4 

Mr. Woopsipr. I believe that the practical effect of that provision 
standing by itself, Senator Bush, would be in view of the provisions 
of State law, to force the beneficial owner to be his own record owner. 

Senator Busn. Yes. 

The second point is, it says, “The name and last known address of 
the beneficial owner of such security” must appear on the proxy unless 
the foregoing thing is observed. That means at every meeting of 
stockholders there would have to be a public record of the name and 
address of every single ee that wanted to vote. Is that right? 

Mr. Woopsipe. Senator, I do not think it is quite right when you 
say a public record. I believe the way the bill is written it provides 
it is unlawful to give a proxy unless the name and last known address 
of the beneficial owner is on the proxy. 

I do not think that the proxy in the normal case ever becomes a 
matter of public record, until such meeting or thereafter. Generally, 
these things are not made public. 

Senator Busi. Generally, there is no particular interest in it, but 
once this provision went into effect and became the law, there might 
be a whole lot more interest in seeing who owns stock by people who 
have no particularly good motive in finding out. 

Mr. Woopvstpr. The point I am trying to make is that there is no 
provision in the bill to require publication of the information. 

Senator Busu. Would there be any difficulty in inspection of these 
proxies by persons who were interested in finding out who owns these 
shares / 

Mr. Woopsipe. Ordinarily the person engaged in a proxy contest 
is not about to show his proxies to anybody. 

Senator Busy. Would the knowledge of who owns these shares 
be restricted to those appointed to count them, the official counters ? 
Would they be restricted entirely to them, or would they be available 
to other stockholders who might want to examine them? 

Mr. Woopsipr. I think as a practical matter the information would 
be in the possession of the person that received the proxy on both 
sides and the tellers at the time the meeting convened. Whether any 
stockholder could look at the entire list of proxies I think would 
depend on how the meeting is conducted and the arrangements worked 
out between the parties as to the conduct of counting the vote. 

Senator Busu. So in the proxy contest both sides to the contest 
would have access in your judgment to the name and last known 
address of all beneficial owners / 

Mr. Woopsipr. At the meeting, sir. 

Senator Busu. If that provision were put up. 

Mr. Woopsipr. At the meeting. Not before that. 

Senator Busu. Not before that, no; but he would eventually gef 
access to it / . nia 
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Mr. Woopsine. Yes. 

Senator Busu. So, in effect, if he wanted to make it so it would be- 
come a matter of public information and if he wanted to use it in 
connection with his continued interest in getting control of the com- 
pany he would have information which the owners of the stock there- 
tofore, and before this went into effect, would have considered privi- 
leged, and for very good reasons ? 

Mr. Woopsipr. Yes, sir. 

Senator Busn. But the passage of this would force disclosure of 
ownership which, for good and safe and perfectly harmless reasons, 
was very desirable to families of small stockholders who do not want 
to be harassed by people soliciting them to buy more stock in more 
companies, or to buy this kind or that kind of refrigerator, and get 
their names on sucker’s lists, and all that sort of thing. 

A lot of people value privacy in their investments for that reason; 
and I am asking you, Do you not think that these provisions in this 
bill are a move in the opposite direction from giving a person the ty pe 
of privacy he has always been entitled to in connection with his pri- 
vate affairs? These provisions tend to move away from that and 
they have the potential of destroying his privacy respecting his owner- 
ship. Is that true or not? 

Mr. Armstrona. I agree with that, Senator Bush. 

Senator Busu. The other point I want to make, Mr. Chairman, is 
this: It would seem to me, if it is true, and it must be, as the Com- 
missioner says that we are in negotiation at the diplomatic level with 
the Swiss Government in connection with matters of this kind, that 
before we pass any law on this subject we ought to be advised of what 
the results of those diplomatic negotiations may be. This Govern- 
ment of Switzerland is no enemy of the United States, and these banks 
have rendered a great service to people in the United States and peo- 
ple all over the world, and, while they now loom up as a shield behind 
which it appears one may conduct operations privately and hide facts 
which might be interesting to the Internal Revenue Service or others, 
nevertheless, I think we ought to approach a delicate matter like this 
with some caution and let us see what our own representatives of this 
Government are able to work out with them before we plunge into 
trying to force them to do something which over the years they have 
very, very strongly resisted. 

I may say that these Swiss banks have provided a source of capital 
for many companies in the United States because they are very good 
investors and they have brought into our market a 7 of capital which 
has been useful fo us in our American economy. I do not think we 
ought.to treat them summarily here until we know what can be worked 
out at the diplomatic level. 

So for those reasons I hope the committee will delay action on this 
bill until we see where we stand at the Government level. 

Mr. Armsrrone. Senator Bush, I would like to express complete 
agreement with what you have just said. Iam satisfied, as the Chair- 
man of the Securities and Exchange Commission, that these discus- 
sions are being carried on in complete good faith by the Swiss. 

Senator Lauscne. For the purpose of clarifying the record, follow- 
ing the answers given to the four questions which I posed about a half 
an hour ago, Mr. Woodside made the statement that under oath a 
declaration was filed with the Commission stating that the Swiss bank 
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was not acting as principal for the person making the oath. Is that 
correct ¢ 

Mr. Woopsipr. No, sir, Mr. Chairman. My statement related to 
the information and testimony given by the participants in the proxy 
contest. 

Senator Lauscue. That is, Mr. Silberstein, under oath, stated that 
the Swiss bank was not acting for him. 

Mr. Woopsipr. That isright. The statement I made concerning the 
information from the Swiss bank not acting as principal came to us 
voluntarily from the Swiss bank in response to our inquiry by letter. 

Senator Lauscnue. The Swiss bank said it was not buying for itself. 

Mr. Woopsipr. That is correct. 

Senator Lauscue. It said it bought for someone else, but it could 
not divulge that information on account of their law ? 

Mr. Woopsiper. It said it was not acting as principal and it could 
not supply the answers to the other questions that we asked. 

Senator Lauscne. Preceding that you had this type of evidence 
before you: That Mr. Cats, the son-in-law of Silberstein, some4 
time in May of 1955 told his father-in-law that Fairbanks, Morse was 
a good buy. Do you recall that ? 

Mr. Woopsipr. I recall testimony on that subject and TI think on a 
question of that character I would like Mr. Heller to answer it because 
he knows that record more intimately than anybody else. 

Mr. Hretirr. Mr. Cats testified that he came to the conclusion as a 
customer’s man for a brokerage house in the ordinary course of his 
duties to analyze securities to determine their values and investment 
merits that in the spring of 1955 he came to the conclusion that Fair- 
banks, Morse & Co. was undervalued and he recommended it to his 

clients, among them Mr. Silberstein. 

Senator Lauscne. He recommended it to his father-in-law ? 

Mr. Hetier. That is correct. 

Senator Lauscnr. Then in May of 1955 he went to Switzerland? 

Mr. Hetier. July and August. 

Senator Lacscue. In July and August he went to Switzerland and 
he had some talks with the banks. 

Mr. Hetier. That is correct. 

Senator Lauscime. In September of 1955 Silberstein went to Swit- 
zerland. 

Mr. Hetier. That is correct. 

Senator Lauscnr. And went to the same banks. 

Mr. Hrtier. No. According to his testimony he did not talk to 
the banks. 

Senator Lauscne. But he was in Switzerland ? 

Mr. Heiter. He was in Switzerland. 

Senator Lauscur. In October 1955 the banks began to buy. 

Mr. Herrer. In September. 

Senator Lauscne. They bought through September, October, No- 
vember, and December. 

Mr. Hetier. That is correct. 

Senator Lauscne. Then when they acquired 100,000 shares Silber- 
stein said he heard of that acquisition. 

Mr. Hetter. He said that the Union Bank officials called him up 


on the telephone and asked whether he would be willing to buy 
a block of stock. 
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Senator Lauscue. He said that is when he determined to buy? 

Mr. Hettrr. That is what he said. And he says also be had no prior 
knowledge of activities by those banks. 

Senator Lavscne. That is correct. 

Mr. Heturr. Yes, sir. The son-in-law talked with those banks, but 
Silberstein said he was aware that he had gone to Switzerland and 
that is all. 

Senator Lauscur. Based on the facts that his son-in-law went 
there in August and Silberstein went there in September and the fact 
that in September the bank began to buy and accumulated 100,000 
shares up to January, and the fact that Silberstein bought in Janu- 
ary, you felt that you should get corroborating evidence to find out 
who the bank was acting for? 

Mr. Heiter. That is correct, Senator. Silberstein did not buy. The 
Penn-Texas Corp. bought, to keep the record accurate. 

Senator Lauscue. You tried to get corroborating evidence. 

Mr. Heuer. That is correct. 

Senator Lauscue. That is where you stopped ? 

Mr. Heturr. That is where we are stopped so far. 

Senator Lauscnr. So now you do not know for whom the Swiss 
banks were acting. 

Mr. Hetier. That is correct. 

Senator Fursricur. Mr. Chairman, may I ask one question? What 
vercentage of the stock of the companies on the exchange is held by 
brok cers ? 

Mr. Armstrone. We have the figures on that, Senator Fulbright. 

Senator Futsrienr. Is it a substantial amount on which the names 
of brokers and the beneficial ownership is not revealed ? 

Mr. ArmstronG. Can I ask you to wait a second? We have some 
statistics on that. 

Senator Futsrient. Do you not know approximately ? 

Mr. Armstrong. We can give it to you, Senator. 

Senator Futsricnt. Is there not an average ? 

Mr. Hetier. It is a function of the investment character of the 
security and type of investment. If they are buying it on margin it is 
likely to be held in street names. If they are buying for investment it 
will be on some other basis. 

Senator Fursrient. Is there not any set of statistics indicating what 
vercentage of all the shares on the New York Stock Exchange are 
held in the name of brokers ? 

Mr. Hewier. Yes. 

Senator Futsrient. Is there not such a figure? Not of a particular 
company but on all of them. 

Mr. Armstrona. Senator Fulbright, this is Mr. Loomis, Director of 
the Division of Trading and Exchanges, and he has some information 
on that. 

Mr. Loomis. The best available information as to the number or 
percentage of shares which are held in the names of brokers and deal- 
ers was compiled by the New York Stock Exchange in 1956. They 
concluded that about 10 percent of the shares of public ly held corp- 
orations in the United States were registered in the name of nominees, 
mostly nominees for banks and trust companies, and primarily trust 
companies; and that about an additional 10 percent were registered in 
the names of brokers and dealers. 
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Senator Futsricut. Then is it fair to say that about 20 percent of 
the shares of registered companies are in the hands of nominees of 
one kind or another? Is that a fair statement ? 

Mr. Loomis. Well, there is an additional 15 percent they estimated 
that were held in the names of people who were acting as trustees, 
fiduciaries and executors and in similar capacities. So you have 20 
percent in the names of brokers and dealers and nominees, and primari- 
ly nominees of banks and trust companies; and an additional 15 
percent in the names of various fiduciaries. 

Senator Futsrigur. Then is it fair to say that 35 percent of all the 
shares are held in the names of nominees of one kind or another? 

Mr. Loomis. I do not think you can say a trustee is necessarily ¢ 
nominee; or an executor. Up to that qualification, yes. 

Senator Funsrieur. To put it another way, 35 percent of the shares, 
or the persons, do not reveal the beneficial ownership. Is that correct ? 

Mr. Loomis. I believe so. Yes, sir. 

Senator Futpricur. And it is customary in our big companies that 
far less than that amount gives working control of many of our 
corporations, does it not ? 

Mr. Loomis. In most cases; yes, sir. 

Senator Futsricur. So you can have control, theoretically, com- 
pletely unknown as far as the persons are concerned ? 

Mr. Loomis. It is theoretically possible, assuming all of these shares 
were held in the name of a group together. 

Senator Futsrienr. One other question. Is not the power to con- 
trol the management of a corporation in itself a power of great value, 
aside from the investment value of the shares themselves ? 

Mr. Loomis. Surely. 

Senator Futsrieutr. So that all brokers and trustees naturally would 
be ver Vv interested in ret: uning this power because it gives them a power 
of tremendous value and importance and they would naturally not 
wish to have a bill of this kind passed which would deprive them of 
& great power in our industrial complex. Is that right? 

Mr. Herter. No. You do an injustice to the New York Stock 
exchange. 

Senator Furterientr. I am asking you. Iam not doing any injustice 
but Lask you, Is it so or not ? 

Mr. Heuuer. It is not, because under the rules of the New York 
Stock Exchange a broker may not vote stock in a proxy contest unless 
he has actual authorization of his beneficial owner. 

Senator Carrnarr. That is just the point. They require he get 
the beneficial owner’s consent but he kee »ps it a secret t and does not give 
it to anybody else. You made the best argument in the world for this 
because the New York Stock Exchange says to a broker, “You cannot 
vote it unless you get the consent of the beneficial owner.” But why 

‘an he not pass it on to the rest of the stockholders? Why does the 
Mew York Stock Exchange say to the broker, “You cannot vote it 
unless you get consent from the beneficial owners”? 

Mr. Heer. For the simple purpose of —— 

Senator Busn. To protect the beneficial owner. 

Mr. Hewier. For the simple purpose of not doing what Senator 
Fulbright said they would like to do. The exchange will not permit 
the brokers to obtain control of a cor poration by failure to get the 
authority of the actual owners. 
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Senator Fursricutr. Does that regulation also apply to the Swiss 
banks? 

Mr. Loomis. No. 

Senator Futsricur. Why should it not apply? I do not under- 
stand your tender concern for the Swiss bank in this picture. 

Senator Busu. The stock exchange cannot possibly make its regu- 
lations apply to a foreign bank. 

Senator Fursricur. It may not make the bank do anything but it 
can prevent the bank from voting the shares, or we can prevent the 
bank from doing it if we want to, and I do not see why we should not. 
These Swiss, in all deference to them, know you will not be able to do 
anything about them. They are not going to give up a characteristic 
which makes them a haven for all of the dictators kicked out of South 

America, or Egypt, or anywhere else. There are obvious advantages, 
and that is all right; but I do not see why we should put up with it if 
we do not want to. 

Senator Capruarr. We are not asking them to change anything. 
All we will say to them is: “Anybody who does not want to say who 
a beneficial owner is cannot. vote his stock.” They can do whatever 
they want to but they cannot vote the shares unless every stockholder 
knows who the beneficial holder is on every share of stock. 

Senator Busn. But this bank only knows whom it has on its books. 
That person may or may not be the actual beneficial owner. 

Senator Capenart. All right. That is the best it can do. 

Senator Busn. And that may be true of any brokerage house in 
New York. 

Senator Carrnartr. We do not want to write any law which will 
punish anybody for doing something he does not know anything about. 
All we want him to do is give us his best knowledge. 

Senator Busu. The alternative is not to vote. Let us take for 
example the New York Central. In that proxy fight 42 percent. of 
the stock was held in street names. If you had had this law in effect 
it is very doubtful—— 

Senator Capremart. Whom did they hold it for? 

Senator Busu. For customers of brokerage houses. 

Senator CaprnArt. As a New York Central stockholder, which I 
was not, I would not have known who they were. 

Senator Busn. And I do not know whether the brokerage house 
would know. Mr. John Jones was on those books, and whether he was 
the actual beneficial owner they would not know and would not dare to 
vote it under the bill here unless they were certain he was the legal 
beneficial owner. Beneficial owner is a term of legal significance and 
it involves legal conclusions and facts which are difficult to ascertain, 
and you have put the burden on every broker in America to ascertain it. 

Senator Carenarr. All I am trying to do is to protect the stock- 
holders and not New York banks or Swiss banks. I think that is the 
purpose of the Securities Exchange Act. 

Senator Lauscur. We have discussed both sides of this issue and 
it is now resolving itself into a repetition of views. Let us go on to 
the next subject. 

Senator Bennetr. Before you move on, Mr. Chairman, the Senate 
has been in session for 45 minutes. We are now on the supplemental 
appropriation bill on the floor. 
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Senator Lauscue. What about meeting at 9:15 in the morning 
instead of 10? 

Senator Bennett. It is all right with me. 

Senator Bus. Could you make it 10 o’clock? It is pretty hard. 
I have engagements made already. 

Senator Lauscue. All right. Make it 10 o’clock tomorrow. We 
will have to go down today to the floor because they started at 11 and 
we did not know about it. We will recess until 10 in the morning. 

Mr. Armstrone. Fine. Thank you very much, Mr. Chairman and 
gentlemen. 

(Whereupon, at 11:45 a. m. the subcommittee recessed until 10 
a.m. the following day, Tuesday, May 21, 1957.) 
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TUESDAY, MAY 21, 1957 
Untrep STates SENATE, 
ComMMITYER ON BANKING AND CURRENCY, 
SUBCOMMITTEE ON SECURITIES. 
Washington, D.C. 

The committee met, pursuant to recess, at 10 a. m., in room 301, 
Senate Office Building, Senator Frank J. Lausche, chairman of the 
subcommittee, presiding. 

Present: Senators Lausche, Capehart, Bennett, and Bush. 

Senator Lauscur. The meeting will come to order. 

Mr. Armstrong, you will proceed, going to the second phase that we 
discussed, 


STATEMENT OF J. SINCLAIR ARMSTRONG, CHAIRMAN; ACCOMPA- 
NIED BY COMMISSIONER ANDREW DOWNEY ORRICK; COMMIS- 
SIONER HAROLD C. PATTERSON; COMMISSIONER JAMES C. 
SARGENT; ALBERT K. SCHNEIDENHELM, EXECUTIVE DIRECTOR; 
F. BOURNE UPHAM III, EXECUTIVE ASSISTANT TO THE CHAIR- 
MAN; THOMAS G. MEEKER, GENERAL COUNSEL; JOSEPH B. LEVIN, 
ASSISTANT GENERAL COUNSEL; JULE GREENE, ATTORNEY, 
OFFICE OF THE GENERAL COUNSEL; ANDREW BARR, CHIEF 
ACCOUNTANT; LINDSAY MILLARD, ASSISTANT CHIEF ACCOUNT- 
ANT; BYRON D. WOODSIDE, DIRECTOR; HARRY HELLER, AS- 
SISTANT DIRECTOR; CHARLES E. SHREVE, CHIEF COUNSEL; AND 
JAMES T. GLAVIN, CHIEF, BRANCH OF SMALL ISSUES; RALPH C. 
HOCKER, BRANCH CHIEF, DIVISION OF CORPORATION FINANCE; 
PHILIP A. LOOMIS, JR., DIRECTOR, DIVISION OF TRADING AND 
EXCHANGE; CHARLES T. KAPPLER, ATTORNEY IN CHARGE, SALT 
LAKE CITY BRANCH OFFICE; AND JAMES T. PHELAN, LEGAL 
ASSISTANT TO COMMISSIONER HASTINGS, SECURITIES AND 
EXCHANGE COMMISSION 


Mr. Armsrrone. Thank you, Mr. Chairman. 

For the record, let me state that the Commissioners and staff mem- 
bers who were present yesterday are here today, with the addition of 
Mr. James T. Glavin, who is the gentleman sitting on my left, who is 
the Chief of the Branch of Small Issues, Division of Corporation 
Finance, in our headquarters office in Washington. 

Senator Lauscue. Are there any further questions ? 
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Senator Carenarr. Yes; I have quite a series of questions here. 

Mr. Armstrong, did you not authorize a formal investigation of the 
Fairbanks, Morse, and Penn-Texas activities in early December 1956? 

Mr. ArmstronG. The Commission authorized such investigation. 
Yes, sir. 

Senator Carenartr. Asa result, have you not taken about 3,000 pages 
of testimony under oath from 35 to 40 people ? 

Mr. Heuer. Yes; we have taken testimony on it. 

Senator Carrnart. Did you take about 3,000 pages? 

Mr. Hetier. As an estimate, I think that is right, Senator. 

Senator Capenartr. From about 35 to 40 people ? 

Mr. Hetier. Somewhere in that range. Perhaps less. 

Senator Carenarr. Did you not credit this investigation with get- 
ting voluntarily disclosures of facts to the SEC for public use at an 

arlier time than otherwise would have occurred ? 

Mr. ArmstronG. Yes, sir. 

Mr. Hetzer. Yes, sir. 

Senator Carenartr. Do you know that under SEC rules preliminary 
proxy mi aterial is filed privately? Why is it not made available to 
the opposing proxy group to help to correct what may be errors or 
material omissions from the definitive copies as allowed to be made? 
In other words, why do you keep it secret ? 

Mr. Armsrrone. Would you like to answer that, Mr. Woodside? 

Mr. Woonsipr. Senator, the proxy rules have provided for, as long 
as I can remember, that prelimin: ry proxy material shall be for the 
information of the Commission only. 

Senator Carenart. Will you proceed again, please ? 

Mr. Woopsinr. As long as I can remember, the proxy rules of the 
Commission have provided that the preliminary proxy material shall 
be for the benefit of the Commission only. I think that the reasons 
for that are—— 

Senator Capruarr. That is the Commission’s rule? 

Mr. Woopsipg. Yes, sir. 

Senator Capenartr. That is not the law? 

Mr. Woopsiwr. No, sir. Those are the Commission’s rules. 

Senator Carenart. It shall be for the use of the Commission only ? 

Mr. Woopsipr. Yes, sir; with one exception: That the Commission 
can make such an investigation and consult other people to the extent 
that it considers necessary to secure enforcement of its rules and the 
law. The reason for the provision being in the rules has no reference 
to proxy contests. I might say here that I have thought from time to 
time that maybe there should be some change in the rules in that 
respect, but the basic reason for the prov ision is this: As I say, it is a 
gener al provision and applies to all material. There are many activi- 
ties or proposed activities of corporations which, at the time of 
filing—preparation and filing—of preliminary proxy material, fre- 
quently have not reached that stage where anybody, including the 
Commission, would be willing to have the premature information dis- 
closed. For example, there are certain things that a corporation may 
contemplate, such as the acquisition of property, or the disposition of 
property, or a merger, or a consolidation, or any number of things, 
where premature disclosure of that would affeci people values, and 
affect negotiations. 
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Senator Carenart. Is this a matter which has been passed on by 
the Commission ? 

Mr. Woopsipe. Oh, yes; and by many Commission. And at the 
time we revised our rules in 1956—those revisions have had to do 
principally with the proxy contest problem—consideration was given 
to the question—— 6 

Senator Carenart. Do you handle all of these matters, or Is it put 
up to the Commission ? 

Mr. Armstrong. The Commission handles matters in rulemaking. 

Mr. Woopsipr. There is no revision of the Commission rules and no 
revision of the Commission’s forms that is not submitted to the Com- 
mission and acted upon by the Commission. 

Senator Carenartr. The reason I asked this question is, on about 
every pertinent question we ask here the chairman refers to you or 
this gentleman over here. I just wondered if you two gentlemen are 
not running the Commission, or whether the Commissioners them- 
selves are running it. 

Mr. Armstronc. Do you want me to answer that question? Be- 
cause I would be willing to answer it too. 

Mr. Woopsing. I think the only reason I was handed this micro- 
phone, Senator Capehart, is because I have had a connection with the 
rules that goes back over the years, and I think perhaps I can give 
you an explanation of the historical background in a little more detail 
than a Commissioner could be expected to give it. There is no doubt 
in my mind, Mr. Chairman and Senator Capehart, that I am just an 
employee of this Commission, and I have never had the opportunity, 
nor do I desire the opportunity, to cast a vote on anything. 

Senator Carenart. I appreciate that, but I think that the execu- 
tive hearings will show, as will the hearings here, that you gentlemen 
have been doing about 90 percent of the talking, or 80 percent, which is 
perfectly all right with me. 

Mr, Armsrronc. Now, Senator Capehart, would you like me to 
answer that question ? 

Senator Carenartr. Please, no. He is the witness at the moment. 

Mr. Armsrrona. O. K. 

Senator Carenartr. We will go back to him. Your answer, then, is 
that you do keep this information secret, a lot of it? 

Senator Lauscur. May I interrupt for a moment ? 

Senator Carenarr. Yes. 

Senator Lauscur. Do you have a regulation on this subject, that is, 
that none of the preliminary investigations shall become public knowl- 
edge? You can answer that question yes or no. 

Mr. Armsrrone. Yes. It is in the proxy rules. Speaking of the 
preliminary proxy material, sir. Ido not think you phrased the ques- 
tion the way I understood Senator Capehart to ask it. Tle was asking 
about the preliminary proxy material, and our rules provide that, 
when that is filed with the Commission, it is nonpublic. 

Senator Lausciue. It is nonpublic ? 

Mr. Armstrrone. For the use of the Commission only, as in the 
rules. 

Senator Lauscur. Just a moment. Then that means that you have 
a fixed rule that is applicable to all cases / 

Mr. Armstrong. Yes, sir. 
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Senator Lauscue. And that that rule is not changed to meet the 
demands of any particular case, but is uniformly operative in all cases 
until the rule is changed. Is that correct 4 

Mr. Armstronc. That is correct, and I believe I am right in saying 
that the preliminary proxy material has been regarded as being for 
the use of the Commission only, since the very first Commission rules, 
under section 14 (a) of the Securities Exchange Act, which we 
adopted in 1935. 

Senator Lauscue. That is all I have. 

Senator Careuarr. That would not necessarily make it right, just 
because it has been used over the years. 

Mr. Armstrong. The question of whether it is right, Senator Cape- 
hart, is a different question, and, as Mr. Woodside ‘mentioned, the 
question of whether it was right was considered by the Commission in 
our deliberations during 1955 and 1956, which led to the adoption of 
the revision in January 1956. I will tell you very frankly, as Mr. 
Woodside has with respect to his thinking on the subject, there has 
been a lot of doubt in my mind. I have often asked myself, and we 
have discussed around the Commission table, as to why the prelimi- 
nary proxy material, when filed with us, is not put in the public files, 
just as when a registration statement under the 1933 act is immedi- 
ately put in the public files. 

Senator Carenarr. There would be no question about it. 

Mr. Armstrone. But the answer we come up with is based upon a 
balancing of all the interests involved. We have felt that there would 
be a disadvant: age, from the standpoint of necessary and appropriate 
actions taken by corporations at corporate meetings, If that prelimi- 
nary material became public on filing. It seemed to us that it ought 
to be best for us to examine and scrutinize the material with the coun- 
sel and the auditors and the other people representing the corpora- 
tions and let them decide, from the standpoint of the needs of their 
own corporate transactions, the date upon which it becomes available. 

Now, if the rule were reversed, it would be impossible for the Com- 
mission to examine the material in advance of its being made public. 
We think that, from the standpoint of the protection of the public 
investor, it is better for us to have as early a look at that material as 
possible, so that, if there are misstatements and misinformation con- 
tained in that preliminary material, we can call that to the attention 
of the company before it goes out to the public rather than afterward. 
That is the rationale of the thing. 

Senator Carenart. Do you make this information available to the 
opposition ? 

Mr. Armstronc. Misstatements that appear in preliminary proxy 
material as filed with us and are cleaned up are not contained in the 
proxy material. Customarily, we do not. No; it does not become 
public. 

Senator Carenartr. Who knows better what might be misinforma- 
tion than the opposition? My question was: Do you make available 
all of the information that is filed in proxy fights to both sides, both 
preliminary and otherwise ? 

Mr. Armsrrona. No. 

Senator Carrnarr. Why not ? 

Mr. Armstronc. We do not regard it as being desirable or in the 
public interest to do so. There may be a great deal of misinforma- 
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tion filed in connection with proxy fights. As I have testified before 
this committee, in 1955 and 1956, in the New York Central fight there 
were something well over 200 pieces of proxy-soliciting ms aterial filed, 
of which only ‘about 80 were used. Many of the unused pieces of ma- 
terial were not used because of objection that we, the Commission, 
made to their use on the basis of their failing to comply with the 
standards of truth and accuracy that we administer. To make that 
material available to the public and the other side would be contrary 
to the public interest. Mr. Heller would like to say something on 
that. 

Mr. Hetier. Senator Capehart, may I say something? There is 
nothing in the rules which prevents us from consulting with the op- 
posing side as to the correctness of a fact in a piece of preliminary 
material, and we have done so. 

Senator Carenart. Let me ask you this: If I came in in a proxy 
fight and asked to see all of the material filed with you by my opposi- 
tion, would you show it to me? 

Mr. Hetier. Not the preliminary material. No, sir, unless the 
Commission ordered it made public. 

Senator Capenart. You just would not show it? 

Senator Lauscuer. Stop right here, then. That puts a modification 
upon your answer to my question. That is, under the rule you would 
not release it unless the Commission ordered you to do so. What be- 
comes of your rule then ? 

Mr. Armstrrone. Ordinarily, the Commission does not order the 
preliminary material to be made public, and I would like to have a 
chance to consult with the head of the Division to ask if there ever 
has been a variation from the rule. Certainly, we have the power 
under the act, but can Mr. Woodside think of 2 case where we varied 
and permitted preliminary material to be released ? 

Mr. Woopsipr. Let me answer your question this way, Senator: I 
do not recall any case where upon petition by a contestant we have 
made available to the opposing side the preliminary material of the 
other side. There have been situations, and one of these occurred in 
the proxy fight this winter, where the Commission had authorized a 
private investigation in order to ascertain the facts to assist it in de- 
termining what should be in the proxy figures for both sides. In 
order to make certain that some of the information which we had 
received in our private investigation would be available to the parties 
involved, the Commission authorized the making public of a portion 
of the private investigation, so that that information could be filed 
inder the proxy rules and thereby made available to security holders 
generally. 

But, except for that type of a situation, and then the matter of 
making available the records of the Commission to congressional com- 
mittees after the conclusion of a contest, I do not know of any case 
where the Commission has relaxed the rules. 

Senator Lauscue. I w: int to follow this through. In the face of a 
regulation, how do you make the exception / 

Mr. Armsrrone. I think— 

Senator Lauscur. Just give me the technique that is followed. 
You have a regulation which says 

Mr. Arwsrrona. The technique that is followed, Senator Lausche, 
is that the staff which is conducting the investigation and examining 
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the proxy-soliciting material of both sides, comes up to the Com- 
mission meeting and says, “There is some information which we have 
developed in our investigation which is obviously unknown to the 
people who have filed this proxy-soliciting material, but which, in 
order that shareholders may have full information on this subject, 
has got to be disclosed to the participants in this case, because other- 
wise they, not knowing of it, the shareholders will never know it.” 
Then it becomes a question for the Commission : In the public interest 
and for the protection of investors, shall that piece of information be 
disclosed ? 

Senator Lavuscne. How do you do it? Do you enter an order upon 
it? 

Mr. Armstrong. Certainly, sir. It is done in Commission meeting. 

Senator Lauscne. And that order then becomes an exception to 
your fixed rule ¢ 

Mr. Armsrrone. It becomes a variation In a particular case. 

Senator Lauscue. Is your fixed rule by order entered upon your 
journal ? 

Mr. Armstrrone. The fixed rule. Yes, sir. 

Senator Lauscue. Does that fixed rule have language that the pre 
liminary material shall not be disclosed except when otherwise 
ordered by the Commission ¢ 

Mr. Armsrrona. It says: 

This preliminary material shall be clearly marked “preliminary copies” and 
shall be for the information of the Commission only, except that such material 
may be disclosed to any department or agency of the United States Government, 
and the Commission may make such inquiries or investigation in regard to the 
material that may be necessary for an adequate review thereof by the Com 
mission. 

And soon. It goes on. 

Senator Lauscue. I see. 

Senator Capenarr, Let me ask you this: Before you approve—I 
do not know that you necessarily approve—but before you permit or 
allow—I presume that is the word to use under the law—before you 
permit or allow, in any proxy fight, one of the participants to mail 
out any statements, do you show that statement to the opposite side 
and give them a chance to tell you whether in their opinion it is cor 
rect or not 4 

Mr. Armsrrone. No, sir. 

Senator Carenartr, You do not? 

Mr. Armsrrone. No, sir. 

Senator Capenart. Why ¢ 

Mr. Armstrronc. Because we do not believe it to be necessary or in 
the public interest thal that be done. . 

Senator Carrnarr. Who is involved here, and who is to know bet 
ter whether a statement is true or false than the participants? Why 
do you set yourselves up to be the sole judge when you really, other 
than from what information you gather, know nothing about it? If 
you permitted the opposition to take a Jook at it and point out errors 
or mistakes to you—and you would not necessarily have to agree with 
them if you have this rule—would you not avoid a lot of misinforma 
tion and misstatements ? 


[ have had a lot of people call my attention to the fact that if you 
had such a rule and they would have been able to have seen the ma 
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terial in advance, they could have proven to you that it was false or 
misleading—not so much false as misleading. 

What would be wrong with your doing that? Why do you want 
to set yourself up as the sole judge of what is right and what is wrong ¢ 

Mr. Armsrronc. Well, Senator, I just would like—— 

Senator Carenartr. I am asking you because I have a number of 
people who call me up. 

Mr. Armstrronc. I would not like to set ourselves up as judge of 
what is right or wrong. The Commission was established by the 
Congress to administer certain statutory provisions respecting fair 
and accurate disclosure to security holders. It was the Congress that 
gave us that responsibility. We do not invent it out of the thin air. 
It seems to me that the very structure of the statute we administer 
makes it necessary for us to assume that responsibility. If we did 
not, we would be derelict to our oath. 

Senator Carenartr. I want you to assume that responsibility. 

Mr. ArmstronG. Surely. 

Senator Carenarr. I think I am right. I want you to show the 
material to the opposition and get their viewpoint on it, and then you 
can be the judge as to whether you should or should not approve it. 
Because who knows better than the opposition’ Why should they 
not have a chance to object before something is mailed out ? 

Senator Lauscue. When you get it, why should they not see it? 

Senator Carenartr. Why should they not have an opportunity be- 
fore a piece of histeiere is mailed out, which may be doing unlimited 
harm, to tell you in advance that that is harmful and then you can be 
the judge after that as to whether it should go out or not? Why 
should you not give the opposition a chance to do that in every in- 
stance ¢ 

Mr. ArmstronG. It seems to me, Senator Capehart, there are two 
parts to your question: One, whether we know more about it. We, 
the Government agency, know more about the facts of the case than 
the participants in the contest. I think it is perfectly obvious that 
the Government agency which has the subpena power and makes the 
investigation does in fact know more about the case than any other 
individual or group of individuals involved, because all of the state- 
ments made by all of the witnesses who appeared before us are ex- 
amined by us and we can weigh them together. 

On the second part of the question, as to whether it would be wiser 
or better administration for the Commission to show the proxy-so- 
heiting material of one side to the other, I think that there there is 
perhaps a greater area for debate and argument; but up to now our 
Commission has felt, as 1 testified a few moments ago, that it would 
not be in the public interest to do that. I[ am not prepared to re- 
verse it. 

Senator Carreuarr. [s it not always in the public interest to go to 
the extreme to try to find out the facts and the truth 4 

Mr. Armsrrona. Of course, we go to the extreme, but what you 
have to realize, Senator, is that there is an awful lot of material that 
is filed with us that ought really never to see the light of day. Some 
of it is scandalous, and I certainly would not want to participate in 
any kind of a dissemination of material of that kind. 

Senator Carenarr, That is exactly why 1 am talking like I am, 
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Mr. Armstrong. Attacks on personal reputations and persons’ 
characters, and the association of people by innuendo with certain 
criminal activities. That kind of material, in my opinion, does not 
serve the public interest, and there is no reason why a Government 
agency of this Government should have to disseminate it to anybody. 

Senator Carrnarr. Of course there is not. Let me give you an 
example of what we are talking about. Let us say I hold in my hand 
a piece of literature a participant in a proxy fight wants to mail out, 
and if it is not true or if it is misleading it will do great damage to 
the opposition. Why should you not then call the opposition in and 
give them a chance to pass upon that before it is mailed out ? 

Mr. Armstrone. Sir, the Congress gave the Commission the right 
and duty to pass on it, and not the participants in the contest. 

Senator Carpruartr. We did, and you reserve the 100 percent right 
after you listened to me to go ahead and permit it to be mailed out. 
I am not trying to take away from you the right to deny or to permit 
it to be mailed out. Iam only asking you why you do not give me, a 
participant, an opportunity to see every piece of literature that is 
mailed out in advance so that I can tell you what I think of it. You 
do not have to follow my advice. You do not have to believe me. You 
can go ahead and do whatever you wish to do, but at least I have had 
a chance to say my piece. 

Why is that not a good a 

Mr. Armstrong. Senator Capehart, the type of material that you 
are describing is material with respect to which the Commission, as 
the Government agency, is charged with attempting as best it can 
under its investigative powers to ascertain the facts on. ‘There is no 
reason, from the standpoint of the Government’s ascertainment of the 
facts, for the type of material that you are describing to be dissemi- 
nated to other people than those who filed it. In other words, the 
public interest does not require it. The public interest is very ade 
quately served by the investigative techniques that we have described 
in these hearings before this committee. 

So then I believe it comes down, as I would see it, to the question of 
fairness. From the standpoint of fairness to both sides I cannot see, 
Senator Capehart, the slightest element of fairness in disclosing 
material which we, the Commission, may be in a position ourselves to 
determine to be not in compliance with the truth and accuracy stand- 
ards of the rules. I see no reason from the standpoint of fairness to 
other participants and the public that that material be disseminated. 

As I have testified for the last 3 years, Senator Capehart, a great 
deal of material of that kind is so unfair and adverse to people in being 
not relevant to the proxy contest that a Government agency should 
disassociate itself in giving it out. 

Senator Busu. Will the Senator yield for a question there ? 

Senator Capenart. Yes. 

Senator Busu. What penalty attaches to one who makes a false 
statement to the Commission for proxy statement purposes? What 
are the penalties involved if you find they are making false statements 
for proxy purposes ? 

Mr. Armstrronc. Well, sir, if the material were distributed to se- 
curity holders then we would have a right to go into Federal court 
and apply for an injunction against the ‘further dissemination of the 
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false statement, or against the voting of the proxies that were solicited 
thereby. 

Senator Busu. Is there any criminal penalty, or any fine, or im- 
prisonment ¢ 

Mr. Armsrronea. Yes, sir. There are criminal penalties for violat- 
ing the Securities Exchange Act. 

Senator Busu. So a person, or a corporation, or a management, 
filing information for a proxy statement which is false is subject to 
the criminal statute? 

Senator Lauscur. He did not answer you that way. He said it is 
a crime to send it to the stockholders. Your question is whether it 
is a crime to file it with the Commission. 

Mr. Hetier. It is. 

Mr. Armstrone. We would regard it as a violation of the statute in 
section 18 (a). It says: 


Any person who shall make or cause to be made any statement— 


I will not read the section, but section 18 (a) is the civil liability 
section, and section 32 is the criminal one, Senator Bush. 

Senator Busu. I want to pursue the Senator’s thought here because 
it fitsin. Ifa corporation or management files with you information 
for a proxy statement which you find to be false before you approve 
it, what penalty attaches to that kind of an operation ? 

Senator Lauscur. I think this is a very pertinent question, in that 
the question of dealing with a loose presentation of facts and escaping 
complete punishment or sanction is involved. 

Senator Busn. By being discovered by the Commission. 

Senator Lauscue. Yes. 

Senator Busu. I think I would like that question answered. 

Mr. Armsrrona. The answer to the question, Senator Bush, is that 
the Commission has never referred to the De ‘partment of Justice for 
criminal prosecution a proxy filing which the Commission believes to 
be false and misleading. We have, throughout the history of the act 
taken the civil-remedy route. We have gone into court and applied for 
in injunction, as we testified here a month or so ago. 

Senator Lauscur. You are not answering the question, Mr. Arm- 
strong. You are now talking about the remedies available. 

Mr. Armsrrona. Yes. 

Senator Lauscur. After the material has been sent to the stock- 
holders. 

Senator Bennerr. No. 

Senator BusH. No. 

Mr. Armstrong. Not necessarily. 

Senator Busu. We are talking about before it goes out. 

Mr. Armstrrona. Yes, before and after. Both. 

Senator Lauscugr. Pardon me then. 

Mr. Armstrona. It is perfectly clear to me, Senator Lausche, that 
the criminal provisions of section 32 (a) of the act apply to false 
filings. There is also a provision of title XVIII of the United States 
Code, and section 1001, in regard to false filings with a Government 
agency, but in terms of the ‘administration of the proxy rules, the 
criminal remedy is not one which has been availed of. 

Senator Lauscue. It has never been used ? 





48 SEC LEGISLATION 


Mr. Armstrong. The reasons for it are practical reasons. The 
objective of the administration of the proxy rules is to prevent the 
dissemination of false information to security holders or to prevent 
the voting of proxies that have been obtained on the basis of false 
soliciting material. Obviously, the way to prevent those things from 
happening is to get into the Federal civil court for an injunction as 
quickly as you can, and, as I mentioned, that is what we did a month 
ago in the Lakey Foundry case, and that is what we did in the M: ay 
“ase several years ago. 

Furthermore, if 1 may complete my answer, Senator Lausche, the 
Securities and Exchange Commission has no authority under the 
statute in respect to the administration of the criminal provisions of 
the statute. All of the statutes we administer provide that when we 
find a violation which we believe brings it within the criminal provi 
sions, we refer the matter to the Department of Justice, and from 
there on it is Justice’s case and you cannot get us in it. We cannot 
go into the grand jury room to make a presentment. 

Senator Lauscue. Did you ever refer to the Department of Justice 
for criminal prosecution, violations of the statute which prohibits the 
filing of false material with the Commission ? 

Mr. Armsrrone. Not since I have been a member of the Commission. 

Do you want to answer that from history? Do you mean in the 
proxy area ? 

Senator Lauscue. In the proxy area. 

Mr. Armsrrone. You know of none, Mr. Woodside? 

Senator Caprnarr. Have you ever had any false information filed 
with you? 

Mr. Armstrrone. Certainly. 

Senator Capemart. And people who filed false information with 
you expected that false information to go out, and there is no way 
under the statute to do anything about it ? 

Mr. Armstrong. I do not believe they expected it to go out. IT am 
quite sure people who file false information with us expect us to 
object to it, and we do, and it is withdrawn; and if it is not we go into 
Federal court fora prelimin: uy injunction. 

Senator Carenarr. They just file it for fun? 

Mr. Armstrrone. I would not characterize it as fun, Senator Cape 
hart. 

Senator Carenarr. Then how could you make such a ridiculous 
statement that they just filed it with you and did not expect it to go 
out, but they filed it ? 

Mr. ArmsrronG. Senator Capehart, [ am of the opinion that man) 
filings that are made with the Commission by ee ipants in proxy 
contests are made in the full knowledge that the Commission is going 
to give very careful scrutiny to what is said, and not let anything 
get by. 

Senator Carenarr. I do not think there is any question about that. 

Mr. Armsrrone. Anything that we believe to be false and mislead 
ing; and if it does get by, we are going to go into court. 

Senator Carenarr. I do not believe there is any question about you 
doing that, but my point is, you have said and repeated the statement 
that you made as to why they filed it. 

Mr. Armsrronc. What statement ? 
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Senator CArenarr. You made a statement a minute ago that they 
filed this information knowing you would not let it go out. I believe 
that is what you said. 

Mr. Armsrrona. I do not remember which statement I made, but 
[am perfectly w ‘ling to state my proposition again. 

Senator Carenarr. The question was, Has there ever been any false 
material filed with the Commission, and your answer was “Yes. 

Mr. Armsrronea. Yes. 

Senator Carprnarr. And then I asked why did they file it, and you 
said that they just filed it for the sake of filing it, knowing it would 
not go out. 

Mr. Armsrrone. Oh, no. I didn’t use that word. At least I don’t 
think I did. 

Senator Carrnarr. Do you want me to go back and have the re- 
porter read vour answer ¢ 

Mr. Armstrrona. They filed it in the hope it will get by, but I be- 
lieve with the expectation it will not. 

Senator Lauscnue. Mr. Armstrong, at this point, if that is why 
they do it, in the hope that it will get by, then they are playing fast 
and loose with your Commission. 

Mr. Armsrrona. There is no question about it. 

Senator LAvscne. Yet they suffer no punishment and they see to 

what extent they get by. That is why I wonder why you have never 
referred to the Department of Justice a single case of willful mis- 
statements of material facts with which they expected to get by. 

Mr. Armsrrona. Hoped to get by, but expected that they would 
not was what I think I ; said, and what I say. I believe that the 
reason you do not go to criminal prosec utions in these cases, or as 
I described it a minute ago, what the Commission’s objective is is to 
protect the shareholders in the situation and you can do that fastest 
by going to injunctive proceedings. 

Senator Carrnartr. And yet you keep all of that private and nobody 
can see it except the Commission. The opposition cannot see it and 
the public cannot see it, and you admit that there is a lot of mis- 
information filed and yet it is kept 100 percent secret. 

Senator Bennrrr. May I ask a question ? 

Mr. Armsrrona. Certainly it would be contrary to the public 
interest for the Commission deliberately to go out and disseminate to 
the public a lot of false and misleading information. It would be 
just the reverse of what our objective ought to be under the statute. 

Senator Bennerr. As a practical matter, as I understand it, there 
is a proxy contest which is based on an annual meeting which is com- 
ing up at a definite date. If you had no remedy other than to refer 
this to the Department of Justice and let it take its turn in the crowded 
court calendar that these people have to face, in effect it would be 
impossible for you to carry out your responsibilities in order that that 
proxy material might be available to the stockholders in time to be 
considered when the date of the annual meeting comes around. 

However, with the injunctive process—and I am not a lawyer— 
you can go into court tomorrow morning and ask for an injunction 
and protect the interests of the security holder or the voter, whereas 
by the other process they might take a year or 2 years to come around 
to making a decision. Am I right? 

Mr. Armstrona. That is absolutely correct, Senator Bennett. 
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Senator Busu. On that point though, it seems to me if a person, or 
a corporation or a management feels that they can with impunity file 
false information with the C ommission, that that is a very unfortunate 
situation. I think that you could go ahead and make them correct 
the proxy statement and have it go out, but at the same time file pro- 
ceedings with the Department of Justice on the basis that these people 
are violating the law and you want them punished for it. 

Mr. Armsrrone. Yes, sir; but I think that the problem ought to be 
moved to its proper scope, Senator Bush. The actual number of ex- 
amples in which people are willfully filing false information is com- 
paratively small. It is not a great problem in the Commission. It 
becomes a great problem in particular hard-fought cases when feel- 
ings get stirred up, and people get very hot about it. But in terms of 
our overall enforcement problem of these statutes this is not an impor- 
tant problem. 

Senator Busu. I think you gave us a little bit different view of that 
a few moments ago, as I think some of the things you said indicated it 
was maybe a pretty big problem. 

Mr. ArmstronG. I am trying to get it in focus. 

Senator Busn. My feeling i is, if it is a problem, and if there is any 
frequent tendency to attempt to deceive stockholders and deceive the 
Commission, that that ought to be dealt with very, very firmly. 

Mr. Armstrone. Certainly, sir; and it is. But what I am trying to 
suggest to you is that the number of instances where there is a willful 
attempt on the part of a management, for example, to make false 
statements, or omit necessary material, are comparatively few and far 
between, Senator Bush. I believe that most managements, and I be- 
lieve most opposition groups are persons who are eens to en- 
gage in important financial transactions, and they may get a little 
overenthusiastic at times in the material they file with us, but oe 
mentally they do not want to violate these statutes, because they know 
that it is not going to get by the Commission, and it is not going to 
advance their cause. It is perhaps only in an occasional case that you 
get these difficult conditions we discussed where slanderous and other 
types of material are included. 

Senator Capenart. Did you not testify a few moments ago that 
were 200 pieces of material filed in the New York Central case / 

Mr. Armstrona. Yes; and I think it was a very aggravated case. 

Senator Capenart. But you only allowed-80 of them to go out‘ 

Mr. Armsrrone. Yes. 

Senator Capenart. What about the other 120 4 

Mr. Armsrrone. I think there were 220 they filed, and about 85 
went out. But many of the pieces were terrible. Some of them were 
just terrible. 

Senator Capenart. Yet you are against doing anything about it / 

Mr. ArmstrronG. Some of them we told we were against having 
anything to do with it. 

Senator CaprHartr. And yet you think you want to continue to 
permit them to file in the hope one of those bad ones will get out and do 
injury to innocent people / 

Mr. Armstronc. I do not think there was any expectation by the 
yersons filing that material that they would ever get by, and they 
ow we would be in court the next day if they distributed it. Fur- 
thermore, I believe, under the civil law, many of them were actionable. 
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Senator Caprnarr. What was that ? 

Mr. Armstrong. I believe, under the common-law principles and 
civil liability, many of them were actionable. 

Senator Carenarr. Would you not like to change the rules or the 
law so that you can prosecute anybody who files a false statement with 
you, even though _ catch it and do not send it out ? 

Mr. Armstrone. I do not see any need to change the rules or the 
law on that subject, Senator C apehart. They are completely adequate. 

Senator Lauscur. The law does give them the power now to refer it 
to the Department of Justice. 

Senator Carenart. But they have never done it. 

Senator Lauscue. The only change in the law you could make is 
that whenever there was a willful filing of an intentional falsehood, 
the Commission “shall” refer it to the Department of Justice. That 
is the only change you could make. 

Mr. Armstrong. I think, Senator Lausche, you put your finger 
right on it because when you go to prove willfulness from the criminal 
standpoint you have to prove a subjective intent. That is why I em- 
phasize in these cases that feelings get high and they are very hotly 
contested cases. I am not sure in most of these cases or really in any 
of them that you would want to take to a jury for pe: liability 
some of these things that are said. 

Senator Lauscne. Proceed with your questions. 

Senator Carenart. You have never given the Department of Jus- 
tice a chance yet. 

Mr. ArmsrronG. No, sir. Not on these cases. 

Senator CAPEHART. My next question is whether the 10 percent 
beneficial ownership test under section 16 (a) of the 1934 act is not 
adequate for proxy contests by your definition of participant. Is that 
true ¢ 

Mr. ArmstroneG. “Participant”? 

Senator Carruarr. Regardless of the number of shares he owns, 
who takes an active part in the proxy fight. 

Mr. Armstrrone. Oh, yes. 1 was not sure just what you meant by 
that word “participant.” 

Senator Carenarr. In other words, a man can be very troublesome 
ina proxy fight even though he did not own but q percent of the shares. 

Mr. Armstronc. No question about it, and we are not opposing your 
bill to moye it down to 5 percent. 

Senator Carenarr. Next question. You also admit vou cannot as- 
certain who the beneficial owners were at all stages of acquisition of 

‘airbanks Morse stock through Swiss sources. Is that not so? 

Mr. ArmsrronG. Read that again, please. I am not sure about that. 

Senator CaprHarr. You also admit you could not ascertain who the 
beneficial owners were at all stages of acquisition of Fairbanks Morse 
stock through Swiss sources. Is that not true? 

Mr. Armsrronc. What do you mean by acquisition and what do 
you mean by stages? 

Senator Capenarr. Just exactly what it says. 

Mr. Armstrone. Who the beneficial owners were. Yes. The 
answer is “Yes.” 

Senator Carrnart. That you could or could not? 

Mr. Armstrong. Put it this way, Senator Capehart. There is cer- 
tain information which has been given to us by the participants 
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which, from the standpoint of perfection, we would like to corroborate 
or cause to be denied—to have corroborated or caused to be denied, or 
information which could be made available by Swiss financial institu- 
tions which has not been made available to us because of Swiss law. 

Senator Capenart. My next question is, Does not this offer a pattern 
for future proxy contests in the evasion or avoidance of United States 
security laws? In other words, has not this last proxy fight, or does 
it not, set up a pattern for what may happen in the future ? 

Mr. Armstrone. I do not want to answer that categorically yes or 
no. Iam inclined to think on balance probably, no. But I cannot— 
it is an opinion on my part. TI regard the Fairbanks, Morse case to be 
extremely unusual. Certainly it is unusual in the history of proxy 
fights up to now, and whether it is going to be continuing to be unusual 
or whether there will be others I am very hesitant to venture an opinion 
on, but I am inclined to doubt it. 

Senator Capenart. Was there not a pattern developed in that case 
that in the future people can buy stocks throughout the world and 
avoid our laws over here both as directors of corporations or partici- 
pants in proxy fights? 

Mr. Armstrone. Oh, yes. And as we have testified, Senator Cape- 
hart, from the standpoint of our enforcement under section 5 and the 
fraud provisions of the Securities Exchange Act it is a very much 
more acute problem than it is in the proxy area. 

Senator Lauscue. May I interrupt? 

Senator Capenart. Yes. 

Senator Lauscue. It is a fact, is it not, that someone who is bent 
upon avoiding the law and who is willing to falsify, can deal through 
a Swiss bank and escape ultimate detection with respect to what the 
truth is? 

Mr. Armsrronc. That is conceivable but I hope that there is no 
specific application of that question to the Fairbanks, Morse case in 
your mind. 

Senator Lauscue. Well, may I put this question then. In the Fair- 
banks, Morse case—and I asked you this yesterday—are you able to 
tell positively for whom the Swiss bank acted in the acquisition of 
the 100,000 shares ? 

Mr. Hetier. No. Not positively. 

Mr. ArmstronG. The answer is, “No”; not positively. 

Senator Lauscne. Are you able to tell positively whether an officer 
of Penn-Texas used the Swiss bank in the acquisition of the stock for 
himself ? 

Mr. Hetier. Positively, no. But on the preponderance of the evi- 
dence I doubt it. 

Senator Lauscue. Are you able to tell whether the person for whom 
the Swiss bank acted was or was not a citizen of the United States 
and whether he did or did not pay his income taxes on the profit 
made ¢ 

Mr. Hetier. No, we are not able to tell that, sir. 

Senator Lauscue. The reason why you cannot tell with positiveness 
is because you do not have access to the ultimate information which 
would establish the fact. Is that correct ? 

Mr. Hetier. That is right. Assuming the Swiss bank has the 
ultimate information. 





ate 
, or 
tu- 


ern 
ites 
oes 


or 
hot 
» be 
XY 
ual 
ion 


ase 
ind 
Icl- 


pe- 
the 
ich 


ent 
igh 
the 


no 
in 


\ir- 


to 


of 


cer 


for 
vats 
om 


tes 
ofit 


ess 
ich 


the 


SEC LEGISLATION o 


Senator Bennerr. Whether they have it or not you do not have acces 
to it? 

Mr. Hetier. We do not have access to what information the Swiss 
bank has. 

Senator Carenarr. Then why are you not anxious to find a 
remedy for that situation to plug the loopholes in these laws 4 

Mr. Armstrong. I am sorry, Senator Capehart, I did not catch that 
statement of yours. 

Senator Carpenarr. Why are you not anxious to help us write a bill, 
not only on proxies but otherwise, to plug these loopholes which at the 
moment have not been very serious although I think there is a pattern 
being established here which might be very, very serious or far reach- 
ing in the future. 

Mr. Armstrong. Senator Capehart, we are anxious to advise the 
committees of Congress—this committee—in accordance with the 
best information and the best judgment we can bring to bear on the 
problem. We have testified that we believe that problem of the Swiss 
banks should be handled the way it is now being handled, by diplo- 
matic negotiations between the United States and Switzerland, and 
not by legislation. We testified that this legislation that you have 
suggested in our opinion would not be helpful. 

Senator Carenart. All right. Now—— 

Mr. Armstrona. But to say that we are not anxious to plug this 
loophole I do not think puts the correct gloss on our position. We are 
very anxious to do everything possible to do so. 

Senator Carenarr. We asked you 2 months ago in executive session 
of the committee where we discussed this whole matter—not only 
proxies but likewise this whole matter—to come up with suggested 
legislation and suggested ideas on how to cure this. Now you are 
up here today and you were up here yesterday and my a 
ing is your only idea of curing it is through some sort of tre ar- 
rangement with Switzerland. I am not so much concet nat ine 
Switzerland because it can h: appen in other countries throughout the 
world. Iam not anxious particularly to change the Swiss laws. That 
is their business. I am anxious to change the laws over here if we can 
so that people cannot use other countries’ banks and other countries’ 
laws to ev: a our own, and you do not think there is any way to do it? 

Mr. Armsrrona. I do not think that any legislation that has been 
proposed here would do it and I do not think that legislation is the 
way it should be approached. 

Senator Carenarr. Would you propose some legislation that would 
do it? 

Mr. Armstrronc. No, sir. Not at the present time. 

Senator Caprmarr. At the present time you know of no way to de it 
other than some sort of treaty arrangement ? 

Mr. Armstrong. I think the diplomatic negotiation way is the 
proper way to do it; and we are not prep: ared—this Commission is not 
prepared—to recommend any other way to do it at the present time. 

Senator Bennerr. May I ask a question ? 

Senator Carpenarr. Yes. 

Senator Bennett. Just to close the door. 

Mr. Armstrronc. I am awfully sorry, Senator Bennett. I did not 
mean to interrupt you. 
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Senator Bennerr. That is all right. If diplomatic negotiations 
fail completely would the Commission then be interested in ts raking an- 
other look at the problem after that has been exhausted as a means # 

Mr. Armsrrona. Indeed, yes, Senator Bennett, and if we thought 
right now that legislation would be helpful we would recommend it to 
you. I think I should add that we have been cooperating with the 
counsel for the committee in the diplomatic areas in accordance with 
our understanding of the proper course to be followed prior to taking 
up legislation. The committee counsel has been, I believe, fully in- 
formed as to what has been going on on this subject. 

Senator Bennerr. You are still hopeful that the diplomatic negoti- 
ations may produce some results ? 

Mr. ARMSTRONG. Indeed, yes, sir. And as I said yesterday I am 
confident that the Swiss Government is negotiating with the Govern- 
ment of the United States in entire good faith. 

Senator Lauscue. Mr. Armstrong, will you come up here for a 
moment ? 

Mr. ArmstTronG. Yes, sir. 

(Discussion off the record. ) 

Mr. McKenna. Mr. Chairman, may I say in response to the state- 
ment made by the chairman of the SEC that the SEC has been wor king 
with counsel of this committee, it is true. Counsel of this committee 
has been working with the State Department on the diplomatic front 
but he has also been working on the legislative front, and is continuing 
so to work even now. So that from our standpoint, and I must say 
from the standpoint of the subcommittee, we have not abandoned the 
legislative route as a possible remedy in this case. 

Mr. Armstronea. I did not mean to suggest, Mr. McKenna, that we 
have abandoned the legislative route. 

Mr. McKenna. You seem to have. 

Mr. Armstronea. No, sir. 

Senator Lauscue. Let us not engage in argument. 

Mr. Armstrrone. I think that out to be very clear. We have not 
abandoned any route, Senator Lausche. We are considering this mat- 
ter, but right up to now we do not see a legislative solution to it. 

Senator Bennerr. Mr. Chairman? 

Senator Lauscne. Senator Bennett. 
shares bought at a price of $4,300,000, Penn-Texas paid $2,000,000 
and was loaned $2,300,000 by the Union Bank of Switzerland. Such 
terms would obviously have violated United States margin require- 
ments if extended by a United States bank; is that not true? 

Mr. Hetxer. These figures are correct. I think that it is probably 
true if it were a United States bank which would advance $2,300,000 
on a $4,300,000 purchase it would have violated the margin require- 
ments. 

Senator Carenart. It would have violated ? 

Senator Bennett. Mr. Chairman, just to clear the record again, in 
my questioning of the chairman a minute ago I understood there was 
also involved here a matter of timing, that you were going to try and 
work out the diplomatic matter, but you had not closed the door to 
legislative solutions if that one did not turn up the answer. 

Senator Capenart. But we are only talking about 1 country, and 
there are 140 countries in the world. 

Senator Lauscne. Proceed with your questioning. 
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Senator Carenart. Yesterday I think we discussed whether at any 
point in acquiring Fairbanks Morse stock Penn-Texas or its repre- 
sentative circumvented United States margin requirements, currently 
30-percent loan and 70-percent cash payments. I now refer to the 
testimony by an SEC staff member to the effect that on the first 100,000 

Mr. Heuer. That is correct, but our margin requirements expressly 
are not applicable to foreign banks. 

Senator Bennerr. That is the point. I do not think it is fair to 
say that it violated anything, because the regulations that you refer 
to do not apply to foreign banks. 

Senator Capruarr. I did not say they did. I said such terms would 
obviously have violated United States margin requirements if ex- 
tended by a United States bank. I did not say they violated the Swiss 
law. Isaid they would have violated 

Senator Benner. They do not violate our law. 

Senator Carenartr. The point I am making is it was a device, of 
course, to buy stocks on more liberal terms than they could buy in the 
United States, in order to get control of 2 United States corporation. 

Mr. Hetirr. You also have Mr. Woodside’s problem, which is a 

valid one, that the bank may be acting for someone else who was the 
actual borrower and would have been subject to the margin require- 
ments if he were an American. 

Senator Carrnarr. According to the same SEC staff member, Penn- 
Texas bought 50,000 shares of Fairbanks Morse through Union Bank 
on August 1, 1956, with no payment until July 3, 1957, a 12-month 

carryover, after the Fairbanks Morse annual meeting on March 27. 
This 100-percent borrowing in effect could not have been made from 
a United States bank for the purpose of carrying these securities for 12 
months and still have complied with United States margin require- 
ments, could it ? 

Mr. Heiter. On a Senator, you have to arrive at a construction 
that that isa loan. I do not think it was a loan. I think more aceu- 
rately you would describe it as a put. In other words, the sellers 
of that stock had the right to put at the Penn-Texas on July 3, 1957, 
at that price. 

Senator Carenart. It was an extension of credit? 

Mr. Hrcurr. Actually, there was no extension of credit involved 
at all. 

Senator Caprnarr. There was not 

Mr. Hetvrr. Not in my judgment. 

Mr. McKenna. No payment was made for the stock. 

Mr. Hevire. No payment was made. 

Senator Carruart. And the stock was transferred beneficially to 
the purchaser ? 

{ Hrier. That, of course, is an argument, whether it was or 
not. I do not know the answer to that. 

Senator Carenartr. According to the same staff member a third 
block of 60,000 shares of Fairbanks Morse stock was bought by Penn- 
Texas from Union Bank of Switzerland on November 15, 1956, on 
terms originally calling for delivery and payment on Mare h 1 , 1957. 
Here again is a 100-percent loan in effect. On March 1, serene to 
an SEC staff member, Penn-Texas paid for 10,000 of these shares and 
deferred payment of the rest. until September 1957, with Union Bank 
of Switzerland’s consent. This arrangement with a United States 
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bank would not comply with United States margin requirements, 
would it ? 

Mr. Hetier. Well, Senator, that gets you into Mr. Woodside’s prob- 
lem of whether they were acting for themselves of for others. If an 
arrangement was made between one American citizen and a bank to 
sell stock at those terms, there would be no violation whatever of 
American margin requirements. One cannot say categorically they 
did or did not violate the margin. 

Senator Carenarr. Could Penn-Texas have bought 10,000 shares 
of stock from a United States bank without paying any money what- 
soever without violating the margin rules? 

Mr. Hetuer. It could have bought the stock. Whether it could 
have bought it on borrowed money is something else. 

Mr. McKenna. Not borrowed from the bank for the purpose of 
purchasing securities. 

Mr. Hetier. That is correct. 

Senator Capenart. That would have been a violation of the SEC 
or Federal Reserve Board margin rules / 

Mr. Hetier. You are assuming this money was borrowed from the 
bank. 

Senator Carenarr. Is it not a fact the three transactions I have 
just named, had they taken place inside the United States, would have 
been in violation of the SEC or Federal Reserve Board margin rules? 

Mr. Hetxier. It would depend upon whether the bank was acting for 
itself or for others. 

Senator Lauscue. That is, if the bank were acting for itself 
would have been a violation ? 

Mr. Heuer. That is correct. 

Senator Lausciur. If the bank was acting as agent for someone else 
and selling it to Penn-Texas, even though it was at less than a 70 
percent downpayment, it would have been valid ? 

Mr. Hetter. Yes, sir; and you can make a transaction 

Senator Lauscue. That is correct ? 

Mr. Heuier. Yes, sir; at any price, at any terms we want. 

Senator Careuarr. But here the bank made the transaction. 

Mr. Heiter. But the bank was not, as has been told us, acting for 
its own account. It was acting for someone else. 

Senator Carenarr. It was acting, but we do not know who it was 
for? 

Mr. Hetier. No, sir. 

Senator Caprnarr. Under those circumstances, do you think that 
you ought to permit those kinds of shares to be voted in a proxy fight 
in the United States? If so, what is to keep anyone or any othe 
country from getting complete, 100 percent control of a pone ation 
in the United States and nobody knowing who it is that has the con 
trol until after it has all happened / 

Mr. Heuer. I do not think anybody is going to get control of an) 
American corporation without our knowing who it is, Senator, 
ultimately. 

Senator Carenarr. Here is a case. 

Mr. Hetier. The control was gotten by Penn-Texas Corp., an 
American company. 

Senator Carenarr. These shares participated, did they not, in the 
sum total of the shares these people owned ? 
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Mr. Hetier. They were bought by Penn-Texas, which assumed a 
liability to pay certain people at a certain price and claimed owner- 
ship of the stock; yes. 

Senator CarrHarr. Can you request a court on your own initiative 
to postpone a corporate meeting if you consider SEC rules and regu- 
lations or the Federal securities laws are being violated 4 

Mr. Heuer. Yes. 

Senator Carenarr. Did you take such action in the Fairbanks, 
Morse case ¢ 

Mr. Hetier. No. 

Senator Carenarr. Did you have instances of what you deem vio- 
lations of your rules by Fairbanks, Morse and Penn- Texas and the 
Penn-Texas stockholders protective committee ? 

Mr. Armstronc. Not of a character which would justify our going 
into court. 

Senator Carenarr. Not of a character? 

Mr. Armstrona. No, sir. 

Senator Carenarr. What was the character that did not justify it? 

Mr. Armstrrone. We have testified before the subcommittee in re- 
gard to the circumstances surrounding the dissemination to stock- 
holders of a reprint of an extension of remarks by a Member of the 
Congress, that such constituted or may have constituted noncom- 
pliance with our rules; but our investigation of that entire subject 
matter, which incidentally has continued up until the last—I believe 
the last testimony on that was taken 2 weeks ago—has not led us to 
the present time to believe that it is appropriate for reference to the 
Department of Justice. Now, I am not suggesting we may not reach 
aan a conclusion or that we will. 

Senator Carenarr. ‘That is the complete answer ? 

Mr. Armstrrone. That is the complete answer. 

Senator Carruarr. And aside from the so-called corrective state- 
ment on a congressional reprint—that is, the mailing out of a con- 
gressional reprint by the Penn-Texas manageme .nt—what action did 
SEC take with respect to any of those alleged violations ? 

Mr. Armstrona. We are investigating that subject, taking testi- 
mony from the people that were involved. And again I want to get 
to this matter of willfulness that I was discussing with Senator 
Lausche a few moments ago. When you go to criminal prosecution, 
you have got to prove willfulness, and we are not prepared, at least 
today, to send that case to Justice. And I am not indicating at all 
what our action may be when we have completed the investigation. 

Senator CarenuaArr. Had you had a system ora plan ora policy that 
I am certainly advocating, and that is that you show each of the op- 
posing sides the literature before it is mailed out, and had you showed 
this particular reprint to the opposition in this case, you would have 
avoided that particular piece of literature being mailed out; would 
you not? 

Mr. Armsrrona. It was not filed with us at all. It would not have 
had the slightest effect. 

Senator Carenarr. Had it been filed with you, would it have 
stopped it / ; 

Mr. Heuier. Had it been filed it would never have gone out in that 
form, whether this company constituted the other party or not. 
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Senator Carenart. In other words, this was not filed with you at 
all ? 

Mr. Armstronc. Of course, that was what was so bad about it. 

Senator Carenarr. And you were concerned about it 

Mr. Armstronc. That was so bad about it. 

Senator Carenart. It was very bad? 

Mr. Armstrong. Certainly. 

Senator Cargenarr. Then what did you do about it? 

Mr. Armstrrone. We immediately commenced an investigation as 
to the circumstances, as to how it was sent out, and I believe I am 
correct in saying that we caused many copies of it to be withdrawn 
from brokers and dealers and others who had been put in possession 
of it. But I do not feel on the basis of the information that we have 
available right now that we are ready to recommend that anybody be 
taken to the grand jury. 

Senator Capenart. The only thing that you did to the people that 
sent out this bad statement you are talking about 

Mr. Armstrone. Wait a minute. I did not say the statement was 
bad. I said their mailing of it was bad. It was noncompliance with 
our rules which 

Senator Capenarr. It was bad? 

Mr. ArmstroneG. It was terrible. 

Senator Carenarr. But they did not file it ? 

Mr. Armstronea. No, sir. 

Senator Carenart. But the only thing you did about it was to 
permit them to mail out another statement? I am trying to find out. 

Mr. Armsrronc. Not only permit; we insisted. We insisted on it. 

Senator Carenarr. I would like to have unanimous consent to 
place at this point in the record the corrective statement that this 
thing was very bad; the fact they did not file it was very bad. I ask 
unanimous consent to have placed in the record at this point the cor- 
rective measures that they permitted these people to use in correcting 
this bad situation. 

Mr. Armstrona. Not only permit it, Senator Capehart; we insisted 
they do it, and there was a lot of resistance to it. 

Senator Carenarr. I know that. 

Mr. ArmsrronG. There was a lot of resistance, and they made 
correct me on this, Mr. Heller, if I am wrong, but they made a legal 
argument they could publish to stockholders of their company any- 
thing that appeared i in the Congressional Record; that their freedom 
of speech under the Constitution was being violated, and so on. And 
it isa very serious thing when you start—— 

Senator Carenarr. I cannot find the corrective statement, but it 
will be printed in the record at this point to read and to see how 
severely punished these people were. You will find that it was just 
a little tap on the wrist when you read the statement, and it will be 
in here to be read. 

(The statement referred to follows :) 








PENN-TEXAS Corp., 
New York, N.Y. 
To the Stockholders of Penn-Texras Corp.: 
On or about February 28, 1957, your management mailed you a reprint from 
the Congressional Record of certain remarks by Congressman Francis B. Walter 
(chairman, House Un-American Affairs Committee) of Pennsylvania, your com- 
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: pany’s home State, with respect to Messrs. Alfons Landa, David Karr, and 
ual Robert H. Morse, Jr., and the Penn-Texas Stockholders committee of which Mr. 
Landa is the chairman. 
The Securities and Exchange Commission has taken the position that such 
reprint was not prepared and filed in accordance with the Proxy rules of the 
Commission, and that, therefore, this mailing did not comply with such proxy 
rules. 
The remarks of Congressman Walter were his own and were made on his 
OWN responsibility, Since we were not in possession of all the information on 
which Congressman Walter relied, we could hot, and did not intend to adopt 
1 as Congressman Walter’s characterization of such individuals as our own. 
; Prior to the mailing of the reprint on February 28, 1957, the committee and 


am its members filed certain information in the public files of the Securities and 
wh Exchange Commission Which contains the following facts with respect to the 
10n formation of such committee to be considered in the light of certain Statements 
ave contained in the reprint: 

iin (1)In December 1955, Robert H. Morse, Jr. (president, Fairbanks, Morse & 


Co.), requested Alfons Landa (lawyer, partner of Davies, Richberg, Tydings 
& Landa, Washington, D. C.) to act as counsel for Fairbanks, Morse & Co, in 
hat connection with any proxy fight that might develop at the 1956 Fairbanks, Morse 
meeting. Mr. Landa declined, 

(2) On or about October 1, 1956, David Karr (president, Market Relations 


yas Network, Ine., a public relations office, New York City, met with Alfons Landa 
ith hecause he (Karr) thought he could do public relations work for certain of 


the companies With which Mr. Landa was associated, They also talked of 
proxy fights and the Penn-Texas and Fairbanks, Morse & Co, conflict. Neither 
of the men owned a single share of Penn-Texas stock on that date. 

(3) On October 15, 1956, Messrs. Karr, Landa, and N. Clarkson Earl, Jr. 
(handles persona] investments). met in Mr. Karr’s office in New York to discuss 
# possible investigation into Penn-Texas affairs. Mr. Earl Was interested in 


to organizing a Penn-Texas Stockholders committee. At this date. none of the 
three men owned a single Share of Penn-Texas Stock. Some time Subsequent 
it. Mr. Karr was retained by such committee to assist it in investigating the affairs 
i. of Penn-Texas and to handle the public relations of such committee, 
‘O (4) Sometime in October—the precise date is not disclosed—Mr. Earl went to 
se Robert H. Morse, Jr.. to solicit funds for this committee Suggested by Mr. Earl. 
1S Mr. Morse agreed to finance the committee and to date—insofar as the records 
< show—has been the committee’s sole financial] backer, in the amount of $80,000. 
‘. (5) Not until November 1956, did any of these men buy shares of Penn-Texas. 
Mr. Landa made his first purchase on November 2, 1956, and between that date 
7 and January 31, 1957, claims to have acquired 4,335 shares, Mr. Karr pur- 
chased 500 shares on December 7, 1956. Mr. Earl Purchased 200 shares on 


February 6, 1957. Robert H. Morse, Jr.. purchased 1,102 shares during or after 
November 1956, the exact dates of purchase not being disclosed, Messrs. Morse 
and Karr are not members of the committee, 

(6) The other meml« rs of this committee, Messrs. Robert ¢. Finkelstein (real 
estate dealer in New York City), Wallace S. Whittaker (chairman of the board, 

| Intercontinents] Hotels Corp., which operates hotels outside of the United 
States), and James J. Hanks (manufacturers’ representative in Washington, 
Dy, OY. joined the ¢ mmittee in November and purchased Penn-Texas shares 
during the same month. None of them except Mr. Hanks owned any shares of 
Penn-Texas stock when they were approached to join the committee. Mr. Hanks 
had acquired 2 Shares of Penn-Texas stock on September 30, 1956, as a stock 
dividend in respect of 109 shares Which he had sold before September 30 but 
after the stock dividend record date. 

(7) To date, Mr. Robert H. Morse, Jr., is the only financial contributor to the 
Support of this committee. 

The cost of printing the excerpt from the CONGRESSIONAL ReEcorp containing 
Congressman Walter’s remarks was $152.82, and the cost of distribution thereof 
to Penn-Texas stockholders was approximately $2,000, all of Which was paid 
by your company. The reprint was sent to all stockholders of record as of Feb. 
ruary 20, 1957, and additional copies were furnished to 32 brokerage firms in 
New York City for mailing to their customers. The extent to which such reprints 
were mailed by such brokerage houses is not known to US at this time. 


Chairman of the Board. 


 — 
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In connection with the annual stockholders’ meeting of Penn-Texas to be held 
on May 6, 1957, participating statements have been filed by the following persons 
whose Penn-Texas stockholdings are indicated : 








Shares of Penn-Texas 
owned beneficially 
Name and business address Principal occupation 
Common Preferred 
Osear L. Chapman,! 425 13th St. NW., | Attorney, partner of Chapman, Wolf- 268 40 
Washineton, D. C. sohn & Friedman. 
Duncan M. Findlay,' 42 Broadway, | President, Findlay, Noyes Co., Inc., | 7, 901-38/40 2, 480 
New York, N. Y insurance broker. 
Seymour M. Heilbron,! 120 Broadway, | Attorney, partner of Hays, St. John, 1, 624 467 
New York, N. Y. Abramson & Heilbron 
Charles T. Lanham,! 425 13th St. NW., | Vice president of Penn-Texas Corp 162 50 
Washington, D. C. 
W. L. Moody III,!' 318 South Texas | President and director, Moody-Texas 1,156 100 
Bldg., San Antonio, Tex. Oil Corp., San-Pat Corp., P-T 
Corp., Tex-Penn Oil & Gas Corp. 
Leopold D. Silberstein,! 745 Fifth Ave., | President and chairman of the board 15, 142 600 
New York, N. Y. of Penn-Texas 
Majority stockholder of Uno Equities, 5, 670 1, 300 
Ine. 
William Steiner,' 745 5th Ave., New | Assistant treasurer of Penn-Texas 6, 800 200 
York, N. Y 
Ernest Stroheim,! 745 5th Ave., New | Vice president, treasurer, and assist- 495 
York, N. Y. ant secretary of Penn-Texas, 


! Also director of Penn-Texas 

Mr. ArmsrronG. I am not prepared to recommend criminal prose- 
cution of people unless I am sure in my own mind as a Commissioner, 
Senator, that there has been willfulness, willful violation, and am 
prepared to take that question to a jury. When you go to criminal 
prosecution, you want to be reasonably sure of your round. 

Senator Lauscue. That subject has been covered. 

Senator Capenart. Is one of your criteria in deciding to intervene 
in a lawsuit between private parties the existence of an issue involving 
a violation of SEC rules or the Federal securities statutes of such a 
nature as to make it in the public interest for SEC to present to the 
court how your rules and statutes should be construed ¢ 

Mr. Armstrona. Yes. 

Senator Carenartr. Was not the suit begun by Fairbanks, Morse 
of that character, especially in view of your voluminous secret inves- 
tigation of Penn-Texas and Fairbanks, Morse activities, and did you 
intervene in that suit ? 

Mr. Armstrona. No. 
is “No.” 

Senator Carenarr. You did not intervene? 

Mr. Armstronc. We did not intervene, and we did not regard it as 
a case in which we would be justified in going into court, because we 
cannot go into court, Senator Capehart, unless we have evidence that 
would justify a finding of violation of our rules. 

Senator Carrnart. Justify a violation of the rules? I thought you 
testified a minute ago they violated your rules, one of the partici- 
pants, in mailing out this particular piece of literature. 

Mr. Armsrrona. That was stockholder material with reference to 
a different company and a different proxy fight. It was Penn-Texas 
material, not Fairbanks, Morse. 

Senator Carenart. Do you really believe that SEC 
lant in using the enforcement remedies available to it 
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compliance with proxy regulations, and SEC cannot be charged with 
failure to use these remedies vigorously ? 

Mr. Armstrrona. Senator Capehart, I certainly do. I think we have 
done a fine job, and I think we have done a particularly fine job in 
consideration of many of the difficulties that we have had, some of 
which are the result of our relative lack of staff and the tremendous 
number of investigations on many cases that we have. I think the 
rules that were adopted in January of 1956 made a significant con- 
tribution to the protection of investors in connection with proxy 
fights. I think our schedule 14 (b) which we adopted then is a tre- 
mendous benefit to the investing public. I think our techniques of 
investigation are just fine, and we have used them in every case where 
we felt that it was appropriate so todo. Furthermore, in the May case 
and the Foundry case we have gone into court where we have had evi- 
dence, tangible evidence, that justified our asserting to a court a viola- 
tion of our rule. I think the administration has been simply splendid, 
and I believe a great deal of credit for it—and I am not in any sense 
abrogating responsibility for the Commission, because it is our respon- 
sibility, and we follow these cases d: ay by day at Commission meetings, 
but a great deal of.credit for the proper handling of these cases I give 
to Mr. Woodside and Mr. Heller and the other members of our staff. 

Senator Carrnart. And you feel there is no change in the laws 
needed ¢ . 

Mr. Armstrone. At the present time we are not prepared to recom- 
mend any. 

Senator CarpenArr. In respect to SEC enforcement regulations or 
your rules on proxy fights? 

Mr. ArMSTRONG. That is correct. 

Senator Caprnarr. Thank you, sir. 

Mr. ArMsrrone. The thing we need more than anything else is more 
staff. 

Senator Cargrnartr. More staff to do what? 

Mr. ArmsrroncG. More staff to conduct investigations. We have 
over a thousand investigations in the Commission at the present time, 
and this is only one. 

Senator Carenarr. And the investigations become secret, known 
only to you, and do nobody any good except you ? 

Mr. Armstrone. Sir, I would not say that at all. We have referred 
more cases to the Department of Justice in the last 10 months than at 
any comparable period in Commission history. 

Senator Carenarr. Well, I do. 

Senator Lauscue. Now let us go to the next phase of the inquiry, 
S. 1168. 

Mr. Armstrone. Senator Lausche, I am again presenting a state- 
ment which has been unanimously approved by the Commission on 
S. 1168, which would amend the Securities E xchange Act of 1934 
to extend certain provisions of that act, that is, the reporting provisions 
of sections 12, 13, and 16, and the provisions of section 14 relating 
to the solicitation of proxies, to certain corporations whose securities 
are publicly held but are not listed and registered on a national securi- 
ties exchange. The bill would apply to corporations having more than 
750 stoe ‘kholders or debt securities of more than $1 million outstanding 
in the hands of the public, and $2 million of assets. It would re- 
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quire such corporations to register with the Commission and file with 
the Commission annual and other periodic reports similar to those 
filed by listed corporations. The bill would also subject such cor- 
porations to the Commission’s proxy rules and the insider-trading 
provisions of the act. ; 7) ; 

The problem of reporting proxies, and insider trading has been 
considered in various reports submitted to the Congress in 1941, 1946, 
and 1950 and in various bills introduced, in the 77th, 79th, 81st, 
god. and 84th Congresses. None of these bills, of course, was passed. 
The latest of these bills prior to the introduction of S. 1168 was 5. 
9054. which was introduced by Senator Fulbright on May 24, 1950. 
S. 1168 is. with one exception, identical with the committee print dated 
August 5, 1955, of S. 2054, which was favorably reported by this 
subcommittee to the full committee. The exception is that the exemp 
tion for insurance companies contained in the committee print is not 
contained in 8. 1168. 

As Chairman of the Commission, I testified on behalf of the Com- 
mission before the Subcommittee on Securities of the Committee on 
Banking and Currency on June 27, 1955, and stated that the Com- 
mission believes that the broad principles and objectives underlying 
S. 2054 were sound and that the Commission supported them. Pub- 
lic hearings were held by the subeommitte on June 27 and 30 and 
July 1, 1955. On July 19, 1955, the Commission recommended cer- 
tain revisions of the bill. The bill was favorably reported to the 
full committee by the subcommittee on August 5, 150. The com 
mittee print reflected changes which gave effect to some of the 
Commission’s recommendations. 

During the latter part of 1955 and early 1956, the Commission made 
a study of those corporations which would come within the scope of 
S 9054, as amended. This study indicated that the bill would ap 
ply to approximately 1,200 corporations having assets amounting to 
about $35 billion in the aggregate. The study did not include in 
surance companies, since they were expressly exempted from the bill. 
This study was forwarded to the Committee and Banking and Cur 
rency on May 17, 1956. 

The Commission was subsequently requested by the committee to 
make a study of those insurance companies which would come within 
the provisions of the amended bill if the provision exempting in- 
surance companies were removed. ‘The Commission made such a 
study, and it revealed that the bill without the exemption would apply 
to approximately 169 insurance corporations having total assets of 
about $24 billion. A supplementary report setting forth these results 
was submitted to the committee on February 6, 1957. In my letter 
of February 6, 1957, transmitting to the committee a report of this 
study, aid in my letter of March 29, 1957, commenting on S. 1168, 
I stated on behalf of the Commission that, on the basis of our study 
of the financial reporting and proxy-soliciting practices of the 16) 
insurance companies which would be subject to the bill if the exemp 
tion should be deleted, the Commission is of the opinion that it would 
be consistent with the purposes of the Federal securities laws and of 
the proposed bill that the exemption be deleted and the bill passed, 
subject to other suggestions for amendments which have been made 
by the Commission. 
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The Commission strongly urges that S. 1168 be amended in two 
respects as set forth in my letter of March 29,1957. These are: 

1. The Congress defer considering the application of section 16 (b) 
to the corporations subject to the bill until further factual informa- 
tion regarding changes in ownership of the securities of those cor- 
porations by insiders can be developed from the reports to be filed 
under section 16 (a). It appears that there may be a significant num- 
ber of transactions in the over-the-counter market falling within the 
provisions of section 16 (b) of the Securities Exchange Act which do 
not involve short-swing speculation but rather relate to the mainte- 
nance of adequate and liquid markets. If trading markets should 
be impaired by applying section 16 (b) to such transactions, this 
might have an undeterminable adverse effect wpon security holders 
which might outweigh the benefits which the section was intended to 
afford. 

2. That section 15 (d) of the Securities Exchange Act not be re- 
pealed as provided in S. 1168. The Commission’s study has revealed 
that a total of 246 corporations having total assets of $6 billion in the 
aggregate now required to file financial reports with the Commission 
pursuant to section 15 (d) would be relieved of that obligation by the 
bill, either because they do not meet the stocklolder test or the asset 
test, or because they are specitically exempted by the bill. 

In accordance with the position previously taken by the Commis- 
sion in regard to S. 2054, the Commission believes that the enactment 
of S. 11658, subject to the changes suggested above, would be in accord 
with the basic purposes of the Federal securities laws. The legis- 
lation would provide additional protection to investors in corporate 
securities in which there is broad public investor interest and which are 
sold and traded in the interstate securities markets by requiring dis- 
closure of the business and financial facts pertaining to the corpora- 
tions issuing them, and would strengthen the protections against 
fraud afforded to investors. Furthermore, it is believed that the effect 
of the bill, if modified in accordance with our suggestions, on the in- 
tegrity of the capital markets of the country would be favorable, both 
from the standpoint of the trading in the over-the-counter and ex- 
change markets and the markets for the raising of new capital. 

Finally, we do not believe that the duties which the bill would 
place upon such corporations would be unreasonably burdensome ; 
it has not proven so in the case of listed corporations. Furthermore, 
the requirements of the securities laws have a tendency to cause cor- 
porations subject to them to reexamine their financial policies and 
practices and often have the salutary effect of the institution of 
sounder policies and practices by such corporations. 

Senator Busan. Mr. Chairman ? 

Senator Lauscur. Senator Bush. 

Senator Busu. I want to discuss this question of the insurance com- 
panies. As I understand it, in this new bill the exemption is omitted, 
although it did exist in the bill we had before us a couple of years ago, 

Mr. Armsrrona. Yes, sir; that is right, Senator Bush. 

Senator Bus. And if insurance companies were to be exempted, 
they would appear here in this list of exemptions at the bottom of 
page 2 and top of page 3 in that section of the bill; is that right ? 

Mr. Armsrrona. I believe it is. | 

Senator Busn. Do you have a copy of the bill ? 
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Mr. Armstrong. I do not have a copy of the bill. Iam sure you are 
correct in what you si aid, Senator Bush. 

Senator Lauscur. There would have to be added subparagraph 
(F), I assume. 

Senator Busu. It says “any security issued by a bank,” so you ould 
have to add (F), “any security issued by an insurance company,” or 
something of that nature; right ? 

Mr. Armsrrone. Yes, sir, “that is correct, and the earlier bill con- 
tained such a subparagraph (F). 

Mr. McKenna. The committee print prepared on August 5, 1955, 
I believe 

Senator Busn. Did have that exemption ? 

Mr. McKenna. Did have that exemption in there. 

Senator Busn. I want to ask you about that exemption. It has pre- 
viously been included in these bills. Had there been any public de- 
mand for the inclusion of insurance companies for registration / 

Mr. Armstrone. No, sir. 

Senator Busn. Has there been any? 

Mr. Armsrrone. Not that I know of. 

Senator Busu. Any demand from the financial community, secur- 
ity dealers, or people who operate in the financial m: arkets ? 

Mr. Armsrrone. No, sir. The only demand that I know of, sir, 
was the request which was made by the chairman of the committee, 
Senator Fulbright, at the hearing last June of 1956 that we make this 
study. 

Senator BusH. I am speaking now only of the insurance companies. 

Mr. Armsrronea. Yes, sir. So am I. 

Senator Busu. I think your study is a very good study. 

Mr. Armstrrone. I meant the supplementary study on insurance 
companies, sir. The only reason for that was because Senator Ful- 
bright asked us to do it, and we did. 

Senator Busn. If the insurance companies were to be included in 
this bill, it would put an extra burden of registration upon the Com- 
mission, would it not ? 

Mr. Armstrone. Upon the Commission; yes, sir. 

Senator Busnw. Would that entail the necessity of additional staff 
for the Commission ¢ 

Mr. Armsrrone. Some, yes, sir. 

Senator Busu. Can you estimate approximately what the increased 
cost to the Commission would be if the insurance companies were 
included ? 

Mr. Armsrrone. Senator Bush, we estimated with regard to the 
1,200 companies, exclusive of the insurance companies, that it would 
have a price tag of at least $500,000 annus ally, plus an additional 
$100,000 for 2 years to do the study under section 16 (a). Now, if you 
will hold it for just a second, I want to check and make sure I'am 
right on this. With regard to the additional insurance companies, 
sir we did not make an estimate of any additional cost above ha 

$500,000 that we estimated the year before in regard to the industrial 
but it, was pert fectly obvious that there would be an increased cost. 

Senator Busu. So the cost of enacting S. 1168 would be, in your 
judgment, $500,000, plus what the ine reased expense would be for the 
insurance company prov ision ? 
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Mr. Armsrrone. Yes, sir. We stated in our letter of February 6, 
1957— 

We do not believe the deletion of the exemption for insurance companies 
will affect our original estimate of the additional annual appropriation required 
to administer the proposed legislation— 
but I think what I have just said is substantially accurate, that even 
though we do not have any specific estimate of an increase I think it is 
per fec tly obvious the way things are going that the $500,000 that we 
estimated a year ago was a close estimate, a conservative estimate, 
and I just would not want this committee to think that we would 
necessarily be limited to that figure if the bill should pass. 

Senator Busu. May I ask you this question about the insurance 
companies. ‘They are examined by the State insurance examiners in 
the States in which they operate, are they not? 

Mr. Armstrrona. Yes, sir. 

Senator Busu. Are those examinations in your judgment quite 
thorough ? 

Mr. Armsrrona. I think generally speaking they are, although we 
have had some difficulties in regard to some States. Generally speak- 
ing, Senator Bush, they are very adequate. 

Senator Bus, It seemed to me it is very important that they be 
thorough. 

Mr. Armstrong. Yes, it is. 

Senator Busn. I cannot think of any examination that ought to be 
more thorough than that examination. Does that examination give 
all of the pertinent and relevant facts with respect to the financial 
condition of the insurance company as to its assets and liabilities? 

Mr. Armsrrona. ‘The examinations by the State examiners certainly 
do, ves, sir. 

Senator Busn, They give practically as much information as is 
required in a registration statement of a listed security, for instance? 

Mr. Armsrrone. Sir, I think that is correct, except that it does not 
necessarily follow that the information is given out to the shareholders. 

Senator Busu. Is that information a public document ? 

Mr. Armsrrona. Not necessarily. 

Senator Busu. Can it be examined by a securities dealer if he 
wants to find out at the State capitol about the X insurance com- 
pany? Dothey have access to those examination records ? 

Mr. Armstrona. I cannot answer that. On a generalized basis, I 
am doubtful that all of the information which the examiner has ac- 
cess to when he goes in to examine becomes public. 

Senator Busn. It is true that a registration statement filed with 
you is a public document ¢ 

Mr. Armstronea. Oh, yes. 

Senator Busy. But you are not sure that that applies to the ex: 
amination by a State examiner on the State level ? 

Mr. ArmstronG. That is right, sir, because the examiners after all 
can go into these companies and examine their assets and get pos- 
session of a lot of detailed information to examine it from the stand- 
point of the reserve requirements, and so on, which is quite different 
from the type of material that ultimately would become available 
to the public through a registration statement. Senator Bush, Mr. 
Barr, the chief accountant of the Commission, is available, and you 
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might like to have him testify in detail on this subject. He is quite 
an expert in insurance company accounting. 

Senator Carenarr. Could I ask one question right here? Do you 
think it would be worth $500,000 to bring all of these companies ‘in 2 

Mr. Armsrrone. W: ell, the answer to that question, Senator Cape- 
hart, cannot be a yes or no answer, for this reason. I believe that it 
would be very desirable for legislation of this character to be passed, 
but we are in such a very difficult situation in regard to staffing our 
Commission at the present time that I just cannot say whether it 
would be worth $500,000. Very frankly, the House committee took 
away from us $478,000 in the 1958 appropriation, and it is a very, 
very serious thing. They directed that the increase they did give 
us should not be used in the Washington office. Now, the Division 
of Corporation Finance that Mr. W oodside administers down here 
costs us about $1,200,000 to administer. We are examining twice as 
many registration statements per month as we were in 1953. The 
volume of work has doubled, and we have less staff than we had in 
1953. We have got 65 percent of the staff the Commisison had 10 
years ago. 

Senator Carenarr. I would say you are doing an excellent job 
with the money. 

Senator Busu. I would like to ask you to yield right there and 
ask you this enaeines If you had a choice, would the Commission 
prefer to spend $500,000 that you just mentioned, which would be 
necessary to implement this bill? Do you think it would be better 
spent in registering under S. 1168 or in better enforcement of the 
fraud provisions of the existing law ¢ 

Mr. Armstrrone. On the latter, much better, Senator Bush. 

Senator Busu. I ask this question because my recollection is, Mr. 
Chairman, that in the last 2 or 3 years particularly we have h: ad re- 
peated suggestions from the Commission that they could do a better 
job of enforcement of fraud if they had more money. Personally, I 
think what the Chairman says ms ikes a great deal of sense—that if we 
are going to spend some more money on this Commission let’s spend 
it where it is needed the most rather than putting new burdens upon 
them when there is no real public demand for that additional legis- 
lation. 

Mr. ArmsrronG. I appreciate that comment very much, Senator 
Bush. And I do not mean to cast any aspersions on the action the 
House committee took, because the House committee did give us 
an increase for 1958—I sincerely hope the Senate will go along with 
t—of 90 eal and directed that they be in the field offic ‘es. Those 
: eople are going to be people mostly right out of law school, to stiffen 
up the antifraud work and the broker-dealer inspections particularly 
that deal with that problem we have had up in the New York area 
I think that is vitally important; in other words, the strengthening 
of our ability to carry forward the statutory responsibilities we now 
have, 

Senator Bennerr. Mr. Chairman, may I ask a question ? 

Senator Lauscur. Senator Bennett. 

Senator Bennerr. In this exemption section, banks are exempted. 
Should trust companies be included by definition with banks 

Mr. Armsrrona. I will have to ask the lawyers on that. 

Senator Lauscuer. Where is that? 
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Senator Bennett. On page 3, line 2. 

Mr. McKenna. Senator Bennett, may I enlighten the subcommittee 
on that a little bit 2 My underst: anding i is, of course, that this defini- 
tion of “bank” refers back to the one that is now contained in the 
1934 act. 

Mr. Armstrrone. That is the answer. 

Mr. McKenna. That does define certain banking institutions, in- 
cluding those that handle fiduciary matters, similar to those under 
section 11 (k), I believe it is, of the Federal Reserve Act. The ques- 
tion has been raised, in view of the fact that the Investment Company 
Act of 1940 did add “or trust company” after specifying banking 
institutions, as to whether or not a similar clarification should be in- 
cluded in this bill at this point. 

Senator Bennetr. There is no valid reason why it should not be 
included, is there ? 

Mr. McKenna. I know of none, although it has not been included. 
If banks are exempted from the bill, I know of no distinction that 
would not also justify exemption of trust companies. 

(The following was received for the record :) 


THE AMERICAN BANKERS ASSOCIATION, 
Washington, D. C., May 29, 1957. 
Hon. FRANK J. LAUSCHE, 
Chairman, Subcommittee on Securities 
Committee on Banking and Currency, 
United States Senate, Washington, D. ¢ 


Deak SENATOR LAUSCHE: We wish to recommend a proposed amendment to 
S. 1168, one of the bills presently before your subcommittee, to exempt trust 
companies and any securities issued by them from the requirements of this bill. 

Paragraph (2) (C) of subsection (g) of section 12 of the Securities Exchange 
Act of 1984, as proposed to be amended by section 1 of 8. 1168, would exempt 
“any security issued by a bank.” The term “bank” is defined in paragraph 
(6) of section 8 (a) of the Securities Exchange Act of 1954, as “(A) a banking 
institution organized under the laws of the United States, (B) a member bank of 
the Federal Reserve System, (C) any other banking institution, whether in- 
corporated or not, doing business under the laws of any State or of the United 
States, a substantial portion of the business of which consists of receiving 
deposits or exercising fiduciary powers similar to those permitted to national 
banks under section 11 (k) of the Federal Reserve Act, as amended, and 
Which is supervised and examined by State or Federal authority having super- 
Vision over banks, and which is not operated for the purpose of evading the 
provisions of this title, and (D) a receiver, conservator, or other liquidating 
agent of any institution or firm included in clauses (A), (B), or (C) of this 
paragraph.” 

Certain nondeposit trust companies, a substantial portion of the business of 
Which consists of exercising fiduciary powers similar to those permitted to na- 
tional banks and which are supervised and examined by State or Federal 
authority having supervision over banks, nevertheless might not come within 
the above definition of the term “bank” in the act because they are not considered 
to be “banking institutions” under the laws under which they are organized, 
Such trust companies, therefore, would not come within the exemption, contained 
in section 1 of S. 1168, of “any security issued by a bank.” 

The Investment Company and Investment Advisers Acts of 1940, as amended, 
contain a definition of the term ‘bank’ which is identical with the definition 
of the term “bank” in the Securities Exchange Act of 1934, except for the in- 
clusion of the words “or trust company” following the words “any other banking 
institution” in clause (C). 

Also, the definition of the term “bank” in section 581 of the Internal Revenue 
Code of 1954, as well as in the 1939 Code and earlier revenue acts, is substantially 
similar to the definition of the term “bank” in the Investment Company and 
Investment Advisers Acts of 1940, and includes both “a bank or trust company.” 

It is desirable that the definition of terms used in the Federal statutes should 
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be uniform, and this is especially true in the case of statutes administered by 
the same agency, in this instance the Securities and Exchange Commission. 

It is, therefore, recommended that the definition of the term “bank” in para 
graph (6) of subsection (a) of section 3 of the Securities Exchange Act of 1934 
be amended by adding the words “or trust company” after the words “any other 
banking institution” in clause (C) of such definition and that such amendment 
be included in S. 1168. This amendment not only would provide uniformity of 
definition but also would make certain that the securities of trust companies 
qualifying under the definition would be exempt from the requirements of S. 
1168. 

The strict supervision and examination by State or Federal bank supervisory 
authorities to which banks are subject afford greater protection to their share- 
holders, to investors, and to the public than would be provided by the Securities 
and Exchange Commission, and it is, therefore, proper that the securities of 
banks have been exempted from the provisions of 8S. 1168. Since under our pro 
posed amendment a trust company in order to come within the definition of the 
term “bank,” would have to be subject to supervision and examination by State 
or Federal authority having supervision over banks, it follows that it is equally 
appropriate that the securities of such trust companies be exempt from the 
provisions of 8S. 1168. The amendment we are proposing would accomplish this. 

It is hoped that you and the members of your subcommittee will give favorable 
consideration to this amendment. 

Sincerely yours, 
J. O. Brort. 

Senator Bennerr. Mr. Chairman, I hope the staff will make a note 
of that so we can discuss it when we get to consideration of the bill. 

Mr. Armsrrone. We certainly will do that, Senator Bennett. 1 
was looking for the definition in the Exchange Act. It is section 3 
(a) (6). That is the definition in the Securities Exchange Act which 
S. 1168 would amend, but we will check that to be sure that it is 
covered. 

Senator Lauscue. Mr. Armstrong, you are not in favor of the bill 
as it is now drawn; is that correct ? 

Mr. Armstrronc. We would like to see those two amendments made 
in it, sir. 

Senator Lauscne. I do not understand the amendments on page 3. 
You say: “1. The Congress defer considering the application of sec 
tion 16 (b) to the corporations subject to the bill,’ and so forth. 
Please give that in greater detail. 

Mr. Armstrrone. Well, here is our problem, Senator Lausche. 

Senator Bennerrt. In the first place, refresh my memory. What 
is section 16 (b) ? 

Mr. Armstrong. It is the short-swing recovery provision, trading 
in and out within 6 months, or out and in. 

Senator Lauscier. That is insider trading, and insider trading 
means 

Mr. Armstrrona. By an officer, director, or 10-percent stockholder. 

Senator Lauscne. Trading in the security for his own enrichment ? 

Mr. Armstrronc. Yes, sir, that is right—officers, directors, and 10- 
percent stockholders. Now, Senator Lausche, in the first place, from 
the statistical standpoint, when we made the study on the 1,200 indus- 
trials in 1955-56 we were not able to do other than a sampling study 
with reference to transactions by oflicers, directors, and 10-percent 
stockholders in the securities of those companies, so that we do not 
have the full, complete study on this subject that we have with respect 
to financial reporting and proxies. Then we found by consultation 
with broker and dealer firms, who were very cooperative with us in 
trying to get us information, that there are a number of instances in 
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which broker-dealer firms have members of officers on the boards of 
some of these unlisted companies. Now, why that has occurred is 
usually as a result of some historical business reason. It may be 
because the company itself has asked a member of a broker-dealer firm 
to go on the board in order to be able to advise the company about 
financial matters, and that sort of thing. So that there is usually 
some reason which has existed in the history of the corporation as to 
why there is that relationship with the broker -dealer firm. 

Now, sometimes that broker-dealer firm is doing what is called 
making a market in the securities of the company. It will take a posi- 
tion, long or short, and that from the standpoint of the stockholders of 
the company is a desirable thing. Here is a broker-dealer firm, and if 
a person is an owner of 100 shares, let us say, and wants to sell the 
shares, the Street generally knows that such and such a firm is making 
au market in the securities, and you can put the 100 shares to them and 
they will be bought. Or it may be the other way around. Maybe the 
firm will have an inventory or two or three hundred shares and some- 
body comes in and wants to buy a hundred shares of that company, and 
you can got to that dealer firm and buy the stock. Then the bids and 
asks are usually published in the sheets. 

Now, the thing that we are concerned about, Senator Lausche, and 
which we do not feel we have enough information on to recommend the 
application of the insider trading recovery provisions to these 
companies—— 

Senator Lauscue. Stop right there. That is, you do not now have 
enough information to pass a final judgment on the advisability of 
adopting this provision ¢ 

Mr. Armstrong. That is right. And the way we think we could get 
the information, and get complete accurate information on this sub- 
ject, is for Congress to pass the section 16 (a) provision, which is the 
one that makes you file reports, so that for a period of a year or 2 
years we would have a report filed with us of every tr ansaction by an 
officer, director, or 10- percent stockholder, and on that basis we would 
be able to come to an informed opinion as to whether the application 
of section 16 (b) is necessary to prevent abuses of the insider position, 
or whether it would have a deleterious effect by drying up the making 
of markets and the maintenance of liquidity in the markets of these 
companies. 

Senator Lauscur. What period would you defer the operation of 
section 16 (b) to these newly included companies ? 

Mr. Armstrronc. Well, we have suggested that we report after a 
2-year period, and we suggested that $100,000 a year be made avail- 
able for the study. 

Senator Lauscue. Now, then, in paragraph 1 do you have other 
recommended changes ¢ 

Mr. ArmMstronc. Not on paragraph 

Senator Lavuscue. In paragraph 2 you deal with section 15 (d). 

Mr. ArMsTRONG. Yes, sir. 

Senator Lauscur. Describe section 15 (d). 

Mr. Armstrone. Well, section 15 (d), sir, is the provision of the 
Exchange Act which makes it mandatory upon corporations that have 
registered new issues for sale under the Securities Act to file annual 
reports, with annual and other periodical reports to the Commission. 
This, sir, is a technical change. In our original testimony back in 








70 SEC LEGISLATION 


1955 before this committee before we made the study, we believed 
that the standards which were specified in the act were such that all 
of the companies now required to file reports under section 15 (d) 
would continue to be required to file reports if the act were passed. 
Our statistical study demonstrated that that was not true and that 
246 of them would get out. We do not think they ought to get out. 
We do not think that was what was originally contemplated here 
by us when we made the comment suggesting that 15 (d) be deleted. 
I have never had any discussion with the staff on this, but I would 
suspect that that is almost to the point of being a drafting change, 
because we never intended to jet those companies out. 

Senator Lauscue. For the purpose of building the record, how 
many new companies would become amenable to the provisions of 
this law if this proposed bill were adopted ? 

Mr. ArmstrRoNG. There would be 1,206 from the original study, 
which excluded the insurance companies, and 169 insurance 
companies. 

Senator Lauscue. Then there would be 1,375 new companies that 
would become amenable to the act? 

Mr. Armsrronc. Let us say approximately. Yes, sir. About half 
of them in the aggregate are subject to section 15 (d) and are presently 
making annual and other periodic financial reports but are not subject 
to the proxy rules and the insider-trading provisions. 

Senator LAuscHe. Are you in favor of the inclusion of these com- 
panies which you just described into the act? 

Mr. Armstrona. Yes. 

Senator Lauscue. You favor that but feel that the insider-trading 
provision should not be made operative upon them until some de- 
ferred period ¢ 

Mr. Armstronc. Yes, sir; the insider trading recovery provision. 

Senator Lauscur., And farther than that you urge under para 
gr ~~ 2 of page 3 of your paper that the applicability of section 
15 (d) be not repealed ? 

ae. ARMSTRONG. Yes; that is right. 

Senator Lauscue. That is your position? 

Mr. Armstrone. Yes, sir. 

Senator LAuscnue. Any further questions? 

Senator Busw. I would just like to make one point for emphasis. 
With these changes that you have recommended, the bill would be 
acceptable in your view ? 

Mr. Armstrone. Yes, sit 

Senator Busu. The question still remains as to whether, if we are 
going to spend more money for the SEC, we should do it in the field 
of increased registration or whether we should do it in the field of 
law enforcement, which is not being done to the extent that it should 
be done to enforce the laws and regul: itions alre: udy on the books, 

Mr. Armstronea. I am in complete accord with that. 

Senator Busn. 1 beg your pardon ?/ 

Mr. ArmstrronG. I am in complete accord with those observations. 

Senator Busu. So that I think that it ought to be clear that the 
Commission is not recommending this law in preference to other mat 
ters, but says that if the Congress wishes to pass this law these amend- 
ments would put it in better form. 
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Senator Lauscue. May I ask some further questions. We except 
certain companies, Mr. Armstrong, in this bill. Can you give me the 
reason underlying basically the exceptions contained in subpara- 


graph (e) ? 


Mr. Armsrrone. Which one? 

Senator Lauscur. Subparagraph (e), on page 3 

Mr. Armstrona. The savings and loan? 

Senator Lavscue. Yes. What is the general philosophy that says 
such companies shall be exempt? 

Mr. Armstrone. I believe, sir, that there are existing exceptions in 
the act. 

Senator Bennerr. If I may make a comment, I am wondering if 
they are not exempted because they are already subject to regul: ition 
by other agencies of the Federal Government, which reguls ation is 
probably in greater detail than the SEC registration would involve. 

Mr. Armstrone. Cert: uinly that is the philosophy of the exemption. 

Senator Bennerr. You would get involved in jurisdictional dis- 
putes with FDIC, with the Federal Reserve Board, and the Home 
Loan Bank Board, which already have regulatory responsibility. 

Senator Lauscnr. Senator Bush, that is the point which you were 
trying to make by the questions that you were asking ? 

Senator Bust. Respecting the insurance companies; yes. They 
already have adequate regulation in the public interest, and there is 
no demand whatever that we have seen yet for increased regulation 
by the public or otherwise. 

Senator Lauscne. For the purpose of the record, I think we ought 
to state that the insurance companies are not under Federal regul: a- 
tion. 

Senator Benner. They are under State. 

Senator Busn. That is true, and that also applies to a great many 
banks, or to quite a number. 

Senator Carruarr. Insurance companies whose stocks are listed on 
the exchange are under the jurisdiction of SEC. 

Senator Busu. That is true. They are already in 

Mr. Armstrone. Senator Bush, I would like to call the committee’s 
attention toa paragraph in my transmittal letter of February 6 on be- 
half of the Commission, because I think from the standpoint of the 
Commission it is very important for the committee to realize that we 
are not seeking to grab jurisdiction here of a subject matter that we 
have not got jurisdiction over now. That is the last thing we are in- 

tending to do here at all. Asa matter of fact, this bill was not pro- 
posed by the Commission in the first instance. It was a committee bill. 
I said in the letter : 

In expressing this view, we are limiting ourselves to a consideration of the 
congressional purposes expressed in the Federal securities laws and are not 
expressing views as to any other areas of Federal or State regulation of the 
insurance industry. 

Senator Lauscner. I think we will excuse you, Mr. Armstrong, at 
this time, and we will hear what the representative of the State 
Department has to Say. Take a look at these questions on this sheet, 
and you might answer them at a later date. 
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MEMORANDUM OF THE SECURITIES AND EXCHANGE COMMISSION IN RESPONSE TO 
QUESTIONS ON 8S. 1168 SUBMITTED TO THE COMMISSION BY SENATOR LAUSCHE 


1. If what investors need is the right to information about corporate manage- 
ment and finance, has your Commission considered the advisability of a 
Federal law giving such a right to any stockholder (or bona fide potential 
investor) who requests it, with criminal sanctions against management that 
fails to comply with any such request? 

Other stockholders or potential investors who chose not to rely on such 
information couldn’t complain as long as it is available to them upon re- 
quest. If feasible, such an approach would seem to make the mandatory 
covering of corporations by 8S. 1168 necessary. 

The Commission has not given prior consideration to the advisability of such 
a Federal statute, but it is not believed that enactment of such a statute would 
provide any adequate substitute for S. 1168 or that it would be desirable in the 
public interest. 

State law now provides that security holders may have certain inspection 
rights with respect to the books and records of the company for proper purposes. 
It is not believed that any State statute gives such a right to any person who is 
not a security holder of the company, and it is believed that such inspection rights 
as are provided by State statutes relate to the rights of equity security holders 
and not the holders of debt obligations. 

The broad purposes in the public interest for which the Securities Exchange 
Act of 1934 was adopted are set forth in section 2 of that statute. The disclosure 
requirements of sections 12 and 13 of that act are in aid of the overall protective 
provisions designed to free the securities markets in listed securities of abuses 
disclosed in the Senate investigations leading to the enactment of the statute. 
A requirement that a security holder might have the right to demand for his own 
purposes particular types of information would not seemingly serve the purposes 
intended to be achieved for the public generally by the Exchange Act. The public 
disclosure of pertinent financial information on a uniform, consistent, continuous 
basis pursuant to the statutory standards and the Commission’s regulations 
affords the public generally the means by which informed evaluations of financial 
operations, management, and market performance can be made. The duty is 
placed upon the issuer and the management to come forward with such informa- 
tion in compliance with those standards. Responses by companies to individual 
requests for various types of information could hardly be regarded as a substitute 
for the broader purposes and broader requirements of the statute. 

S$. 1168 has been proposed for the purpose of achieving these objectives with 
respect to the unlisted markets where the securities of the companies involved 
affect a substantial public interest. 

A Federal statute of the type suggested not only would not achieve the pur- 
poses sought by 8S. 1168, it would impose an unreasonable and unnecessary bur- 
den upon management to comply with requests of all types by security holders 
as well as members of the public in a manner that could prove harassing and 
productive of no foreseeable result for the good of the public generally. 

The Commission is of the view that the statute would not only not be a sub- 
stitute for S. 1168 but further believes that it could not demonstrate a public need 
for or a public interest in the alternative type of legislation. 


2. Do I understand correctly that regulation A makes this limit applicable on 
a year-by-year basis, so that an issuer may utilize regulation A each year 
if his offerings do not exceed $300,000 in that year? 

Section 3 (b) of the Securities Act provides that the Commission may by rule 
and regulation, subject to such terms and conditions as may be prescribed, ex- 
empt any Class of securities from registration, provided that no issue shall be 
exempt where the amount offered to the public exceeds $300,000. 

The Commission has considered that it has been a proper exercise of its au- 
thority under this subsection to permit annual offerings of an issue of securities 
not in excess of the statutory limit upon compliance with the terms of its rules 
and reeniations, 


» 


In view of the fact you have noted record ownership of securities doesn’t dis- 
close beneficial ownership of securities, do you feel it fe 
of security Ownership for the purposes of this bill remain one of holding 
the security of record? 


“sible to let the test 


One of the tests of S. 1168 is the record ownership of equity securities of an 
issuer by more than 750 persons. Record ownership affords a clear-cut, easily 
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understood, and certain measurement for purposes of applying statutory tests. 
As the Commission has pointed out on many oecasions, record Ownership does 
not necessarily represent beneficial ownership and in many instances the number 
of beneficial owners will substantially exceed the number of record owners. It 
can be assumed therefore that in most cases where a company has 750 or more 
record holders of its equity securities, the number of persons having a beneficial 
interest therein would be substantially greater than the number of record holders, 
As a practical matter, most companies are not in a position to ascertain readily 
from time to time changes constantly occurring in beneficial ownership. In 
order to guard against the failure of S. 1168 to operate in certain cases where 
the beneficial interest is large even though the record ownership falls below 
the stated standard in the bill, the provisions of section 12 (g) (5) authorize the 
Commission to detine the term “holder of record” by rules and regulations neces- 
sary or appropriate in the public interest or for the protection of investors or 
to prevent the circumvention of the purposes of the subsection. 


4. The 1955 hearings on S. 2054 raised the question of the views held by State 
officials having the duty of supervising securities in their respective States. 
Has the Commission made any survey of these views since that time? 
The Commission has not made any survey of the views of the State officials 
either with respect to 8S. 2054 or 8S. 1168, 


D. In what respects are State laws inadequate in your opinion on— 
(a@) Securities registration preliminary to a public offering. 
(b) Proxy material. 
(c) Insider trading reporting and profit restriction. 
(d@) Margin requirements. 

(a) In the opinion of the Commission, the State laws with respect to the pub- 
lic offering of securities range from mere antifraud statutes to various types of 
registration statutes which lack uniformity and reflect the same inherent in- 
adequacies to deal with the problem on an interstate basis as were described in 
the reports accompanying adoption of the Securities Act of 1933. There has 
been no change in this basic problem in the intervening 24 years with respect to 
the sale of securities in interstate commerce. 

(b) We know of no State statutes governing the solicitation of proxies. 

(c) We know of no State law on this subject except as may be reflected in 
occasional court decisions dealing with particular types of fraudulent conduct 
by insiders, those decisions having their origin in common law. 

(d) We know of no statutory margin requirements other than those imposed 
through the machinery of the Federal Reserve System, pursuant to sections 7 and 
8 of the Securities Exchange Act. 

6. Has your Commission received any sizable demand for this type of legislation 
from stockholders or potential investors? 

The Commission cannot at the moment identify any specific requests or de- 
mands from stockholders or potential investors for legislation such as S. 1168; 
however, the Commission's files contain many letters from security holders and 
the public who inquired concerning or complained about conduct or trans- 
actions involving companies not subject to the Securities Exchange Act of 1934 
where it was apparent that had a statute such as S. 1168 been enacted, the 
transaction or conduct complained of probably would not have occurred or 
would not have occurred in the manner in which it did. 

Mr. ArmstrroncG. Sir, I do not want to renew it if it is not the proper 
time, but I did have in mind the letter. 

Senator Lauscur. Mr. Armstrong made the request that there be 
printed in the record a copy of a letter which he addressed to me some 
time ago, pointing out the need for additional funds to operate the 
Commission. Did you request in that letter that you would like to 
appear before the Appropri iations Committee ? 

Mr. Armsrrona. Sir, we have appeared before it. 

Senator Lauscur. You have appeared before it ? 

Mr. Armstrronec. Yes, sir. 

Senator Lauscur. What further requests do you make in the letter? 

Mr. Armstrona. None, sir. It was in the way of advising you of the 
position the Commission Is in, 
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Senator Lauscue. It may be printed in the record. 
Mr. Armsrrone. Thank you, sir. 
(The letter referred to follows :) 


SECURITIES AND ExcHANGE CoM MISBION, 
Washington, D. C., April 22, 1957. 
Hon. FRANK J. LAUSCHE, 
Chairman, Subcommittee on Securities, Committee on Banking and Cur- 
rency, United States Senate, Washington, D.C. 

DEAR SENATOR LAUSCHE: Thank you very much for your letter of April 17. 
The clear recognition which you, as chairman of the Subcommittee on Securities 
of the Committee on Banking and Currency of the Senate, have of the impor- 
tance to the proper functioning of the Nation’s capital markets of the enforcement 
program of the Securities and Exchange Commission, in the light of the present 
actitivity in those markets, is tremendously important to our country. Without 
the strong support of the Congress, and particularly of the committees such as 
yours and Appropriations which have continuing responsibility for the Com- 
mission, our effectiveness in administering the Federal securities laws could 
not be nearly so successful as it is. However, there are a number of matters 
on which the Commission would like in this letter to urge congressional action, 
and any assistance you can give we would greatly appreciate. 

The proper functioning of the Nation’s capital markets is vital to our economy. 
In recent years, new issues of corporate securities have been sold to the public 
in ever-increasing amounts and have provided vitally needed capital to Ameri- 
can industry. Jobs for millions of workers are made as these funds are spent 
for plant, equipment, and other capital purposes. 

Trading in securities on exchanges and in the over-the-counter markets has 
been at high rates. This activity has attested to the confidence which the 
investing public has built up in the securities markets during recent years as 
a medium in which the public could invest their savings with confidence in the 
basic integrity of the capital markets. 

The administration by the Securities and Exchange Commission of the full 
disclosure, antimanipulative, and antifraud provisions of the Federal securities 
laws effectively and vigorously is vitally important so that public confidence in 
the integrity of the capita] markets may justifiably be maintained. 

As an indication of the tremendous performance by the securities industry 
at the present time, preliminary compilations by the Section of Economie Re- 
search of the Division of Trading and Exchanges of the Commission of new 
securities offerings during the first quarter of 1957 indicate a recordbreaking 
volume of new flotations. Total corporate issues, including publicly offered and 
privately placed issues (but excluding sales of investment-company issues), 
amount to approximately $3.4 billion, an increase of 50 percent over the volume 
in the first quarter of 1956, and an increase of 35 percent over the first quarter 
of 1955, the previous first-quarter high. The larger volume this year is entirely 
attributable to publicly offered issues which in the first quarter totaled $2.6 
billion, compared with $1.2 billion in the 1956 first quarter. 

First, in relation to the performance of our workload, our 1958 fiscal year 
appropriation presents a serious problem, and very careful consideration should 
be given to this by the Congress in the next few weeks. 

The volume of new issues of corporate securities publicly effered has imposed 
great responsibility upon the Commission’s Division of Corporation Finance in 
our headquarters office in Washington, D. C.. which is responsible for the exam- 
ination of registration statements under the Securities Act of 1933. The number 
of such registration statements examined by the Division and ordered effective 
by the Commission was 849 in the fiscal year 1955, 981 in the fiscal year 1956, 
and, we estimate, will continue at this amount or higher in the current fiscal year 
1957 and in the fiscal year 1958. Proxy statements, annual and interim reports, 
ownership reports, under the Securities Exchange Act of 1934, are all examined 
by this Division and are at an alltime high. Thus we face an ever-increasing 
volume of work for the Division of Corporation Finance in carrying out the 
full-disclosure provisions of these laws. 

Also, the registration statements covering new issues must and are being 
examined and cleared by the Commission on time schedules approximating the 
statutory 20-day waiting period. No financing plans of issners or underwriters 
have been changed or held up by any failure on ovr part to meet their marketing 
requirements. However, our staff has been very hard pressed during recent 
months to maintain the required statutory time schedules in the light of this 
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fieavy volume of work in analysis of registration statements, proxy-soliciting 
material, and annual reports. The problem has been accentuated by the unusu- 
ally large number and complexity of administrative proceedings for suspensions 
and stop orders and of proxy contests and investigations for possible violation 
or evasion of the registration requirements. You are familiar with these as a 
result of the hearings on proxy problems involving foreign financial institutions 
before your subcommittee at which we testified on March 5, 6, and 19. We also 
testified at hearings before the Internal Security Subcommittee of the Committee 
on Government Operations of the Senate on April 9 and 10 about our enforcement 
problems where foreign financial institutions are involved. 

Yomparative information about certain enforcement actions illustrates the 
momentum of the Commission’s present enforcement program. Broker-dealer 
inspections completed during the fiscal year 1955 were 822; during the fiscal 
year 1956, 952; and in the 9 months ended March 31, 1957, were 760. The latter 
figure is less than we would like, as we estimated for budget purposes about 
1,200 broker-dealer inspections would be accomplished in the fiscal year 1957. 
However, a large number of inspections, because of complexity and violations 
found, have taken longer for the staff members to complete. Also, some inspec- 
tions have had to be deferred in favor of fraud-investigation work, particularly 
the antifraud work in our drive against “boilerrooms.” AJso, our travel funds 
are curtailed at present, because we were compelled to absorb $25,500 unbudgeted 
expense by the Executive Pay Act, which went into effect July 1, 1956, and, as 
our staff was brought promptly to authorized strength after the beginning of 
the 1957 fiscal year, the only funds which could absorb that were travel funds. 
Also, our actual travel expenditures in the first half of this fiscal year were at a 
high rate because of the anti-‘‘boilerroom” drive and a number of difficult in- 
vestigations. So we regard 760 inspections in the first 9 months as a notable 
accomplishment. 

The inspections, the fraud investigations, the market-surveillance work have 
increased the load on the Commission’s Division of Trading and Exchanges in 
Washington and also on the Office of the General Counsel. For various violations 
of the Federal securities laws, the Commission authorized the commencement 
of injunctive proceedings in the Federal courts in 26 cases in the fiscal year 
1955, 33 in the fiscal year 1956, and 65 cases in the 9 months ended March 31, 1957. 
In other words, in the first 9 months of the fiscal year 1957, we commenced 
almost twice as many injunctive actions in court to enforce the law as we did 
in the whole fiscal year 1956. 

Administrative proceedings to deny or revoke registrations of brokers and 
dealers numbered 62 in the fiscal year 1955, 45 in the fiscal year 1956, and 54 in the 
first 9 months of the fiscal year 1957. 

Cases referred to the Attorney General for criminal prosecution and the number 
of possible defendants involved in such cases in the fiscal year 1955 were 8 cases 
with 12 possible defendants; in 1956 were 17 cases with 48 possible defendants ; 
and in the first 9 months of fiscal year 1957 were 18 cases with over 100 possible 
defendants. 

This data supports the view that the Commission at the present time is doing a 
fine enforcement job. 

However, we face a very serious budgetary problem. Our staff is working to 
the absolute limit of the person’s energy and the time available in each day. 
We do not believe that the enforcement program can be strengthened in any way 
except by strengthening our staff. Of our total appropriation, 92 percent is 
upplied for personnel. 

In the fiscal year 1955, the Commission’s staff was at a historic low of an 
authorized strength of 699. This was increased in 1956 to 780; in 1957 to 794, 
our present complement; and the President’s budget for fiscal 1958 recommended 
an authorized strength of 985. 

Fine records on our 1958 budget estimate have been made in hearings before 
the Subcommittee on Independent Offices of the Committee on Appropriations 
of the House of Representatives and before the Subcommittee on Independent 
Offices of the Committee on Appropriations of the Senate. We were given most 
courteous and careful consideration by the House of Representatives si >com- 
mittee under the chairmanship of Representative Albert Thomas, and a most 
courteous hearing by the Senate subcommittee which was presided over by 
Senator Ellender. Representative Thomas’ deep interest in the Commission is 
attested by his statements in the debate on the bill in the House of Represent- 
utives (Congressional Record, Mar. 20, 1957, p. 3580). Unfortunately, how- 


ever, the appropriation passed by the House of Representatives is $478.000 less 
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than our budget estimate, and would reduce the authorized strength for the 
fiscal year 1958 from a staff of 985 as recommended by the President to a staff of 
918. Furthermore, the committee report recommended that all of increase 
permitted be in the field offices. It states: 

“The committee recommends a $6,700,000 appropriation for expenses of the 
Securities and Exchange Commission. This is a reduction of $478,000 in the 
budget estimate, but is an increase of $951,000 over the amount provided for 
fiscal year 1957. The amount allowed includes $370,000 for payment to the civil 
service retirement fund and the committee directs that the additional increase 
of $581,000 it has allowed be used for additional personnel in the field where the 
work of the Commission is assuming increasing importance as the security 
markets reach new highs” (H. Rept. 197, Mar. 15, 1957). 

Thus, no increase in our staff to accomplish the increased work in our head- 
quarters divsions and offices can be provided, if the direction of the House of 
Representatives committee is adhered to. Even more serious, although the bill 
as passed by the House of Representatives provides an increase of 90 persons 
in our field offices, the bill cut the requested limitation of $284,500 for travel 
by $87,000 to $197,000, the same as the 1957 fiscal year travel limitation. Thus, 
though 60 additional personnel for broker-dealer inspections and fraud investi- 
gations are provided, they are denied travel funds, without which their field 
work cannot be effectively accomplished. 

The committee report states that “it is denying all increases in travel over 
last year” (p. 2). 

A number of Senators and Representatives have expressed their concern for 
the Commission’s 1958 appropriation. I refer particularly to observations by 
Senator Bush (Congresssional Record, Feb. 21, 1957, p. 2114), Senator Wiley 
(Congressional Record, Mar. 27, 1957, p. 3946), and Representative Rhodes of 
Arizona. 

Senator Wiley, commenting on his study of foreign investments by Amer- 
icans, said: 

‘““T would not want to conclude my remarks without expressing my appreci- 
ation to Chairman Armstrong and to the Division of Trading and Exchanges 
of the SEC for its cooperation with me and with a member of the committee 
professional staff in compiling this and other information. 

“T should like to note, parenthetically, that the problems of the SEC have 
multiplied manyfold with the tremendous expansion of the American economy. 

“It is my feeling that previously the SEC has, unfortunately, been hampered 
in its operations by the fact that it does not have sufficient staff to fulfill all 
of the responsibilities which have arisen. More responsibilities are continually 
being thrust upon the SEC by events, and, yes, by congressional insistence: 
e. g., for greater protection of the public against fraud (a matter which I have 
previously commented upon). 

“Considering the SEC’s vast jurisdiction, considering the sheer complexity 
of the financial-technical problems which it confronts, the SEC has performed 
generally, commendably. 

“IT feel confident that, in this year’s study of SEC’s budget request by the 
Appropriations Committees, due recognition will be made of the Commission and 
of its need for an adequate increased staff.” 

May I particularly commend to your attention the courageous and careful 
analysis of our work and problems in the statement by Representative Rhodes 
(Congressional Record, Mar. 19, 1957, pp. 3516, 8523-8524), in which he con- 
cludes: 

“It is my hope that the other body will appropriate the sums requested in 
the budwet for the SEC, and that the conferees will accede to the amendments. 
To do otherwise may result in crippling the ability of the SEC to meet the 
expanded needs of a growing securities market, and to protect the investing 
public.” 

As to the limitation on our travel funds to the same amount as in 1957, Rep- 
resentative Rhodes stated (Congressional Record, Mar. 19, 1957, p. 3516) : 

“Mr. Chairman, the appropriation for the Security and Exchange Commission, 
I notice, is increased over last year’s. There is an effective increase of some 
$581,000, and the limitation put on this by the committee states that it is to be 
used for additional personnel in the field, as the work of the Commission 
is assuming increasing importance. I certainly would agree with the latter 
statement. However, I note also in the bill a travel limitation of $197,500. In 
other words, that part of this appropriation which can be spent for travel is the 
same as the amount that was spent for travel last year. It appears, possibly, 
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that this may be unrealistic. In other words, if you have more people in the 
field offices, certainly, I think the Congress would contemplate that they would 
travel—interviewing witnesses, looking up records, and so on and so forth, and 
they will be unable to do that without additional travel funds.” 

The Securities and Exchange Commission is an independent bipartisan agency, 
having quasi-judicial powers, and is often referred to as an “arm” of the 
Congress. The Commission’s program is a congressional program. In the 10 
years since 1947, its staff, like those of other independent agencies, has been 
reduced to 65 percent of its 1947 strength. All of the staff reduction of 1953 
and 1954 was restored in 1956 and 1957. Nevertheless, we are still at only 
65 percent of the staff strength of 10 years ago. Our volume of work has more 
than doubled, and our role in the economy is vastly more important. 

As the President mentioned in his press conference of April 10, 1957, referring 
to governmental expenses: “They can be cut to any extent only through the 
revision or elimination of programs” (New York Times, April 11). 

We strongly urge that the Senate restore the Commission’s budget estimate 
to the amount and with the travel limitation recommended by the President for 
the fiscal year 1958. Only thus can the program of the Commission be carried 
forward as you urge in your letter “with the vigor that the situation demands.” 

Any help which you, as the chairman of the Subcommittee on Securities, can 
give us by bringing this to the attention of the Senate and the whole Congress 
we will sincerely appreciate. 

Second, the Commission submitted to Senator Fulbright on February 14, 1957, 
a program for increasing the fee receipts of the Commission. Under present 
law, the Commission is required to collect fees for registration of securities 
issued; qualification of trust indentures; registration of exchanges; and sale 
of copies of documents filed with the Commission. These fees are all deposited 
to the general fund of the Treasury and are not available for expenditure by 
the Commission. However, the statutory fees have the effect of reducing the 
net cost to the general taxpayer of the operations of the Commission. 

Under present law, the fee for registration of securities issued under the 
Securities Act of 1933 is one one-hundredth of 1 percent of the maximum aggregate 
price of the securities proposed to be offered (equal to 10 cents per $1,000), 
but not less than $25, and we do not propose any change in this fee. Under 
present law, the fee for the registration of exchanges under the Securities 
Exchange Act of 1934 is one five-hundredth of 1 percent of the aggregate dollar 
amount of stock exchange transactions (equal to 2 cents per $1,000). In prac- 
tice, this fee is passed on to investors by brokers’ charges to their customers 
in connection with transactions executed on the exchanges and appears on the 
confirmations furnished by brokers to their customers covering such trans- 
actions. The fees under the Securities Act were $1,267,218 in fiscal year 1956, 
the fees under the Securities Exchange Act $785,214, and the aggregate fees 
$2,053,932. 

We propose that the fee under the Securities Exchange Act be changed from 
the present rate of 2 cents per $1,000 to a rate of 5 cents per $1,000, and that a 
similar registration fee for brokers and dealers of 5 cents per $1,000 on trans- 
actions effected otherwise than on a national securities exchange be included. 
If the proposed fees had been in effect during 1956, it would have resulted in 
receipts by the Commission of approximately $4,250,000. 

We believe that if the Congress desires to increase the receipts to the Treasury 
from the fees provided by the Federal securities laws this proposal would be an 
appropriate and feasible method of so doing. 

The Commission respectfully suggests that this proposal for legislation would 
provide an equitable means of substantially increasing the reimbursement to the 
Treasury for the Commission’s cost of operation by spreading the impact of the 
fees over all of the investing public for whose benefit the various acts we admin- 
ister were enacted without imposing any undue burden upon any secuirties indus- 
try organization or group or class of investors. 

Third, legislation is pending which we have recommended be enacted (subject 
to two changes) which would subject to the financial reporting, proxy, and 
insider reporting and trading provisions of the Securities Exchange Act about 
1,200 industrial corporations and 170 insurance companies, with aggregate assets 
of approximately $60 billion, in which there is wide public investor interest, but 
whose security holders are not now afforded those protections because their secu- 
rities are not registered and listed for trading on a national securities exchange. 

Our supplementary report on 8S. 2054, 84th Congress, was submitted to the com- 
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mittee on February 11, 1957, on which date Senator Fulbright again introduced 
this legislation as S. 1168, 85th Congress, Ist session. This report, together with 
the report which we submitted to the committee on May 25, 1956, was commended 
to the attention of the Senate in a statement by Senator Bush on February 21, 
1957 (Congressional Record, Feb. 21, 1957, p. 2114). Senator Bush said: 

“Also, in the address delivered by the Chairman of the Commission is a dis- 
cussion of recent studies made by the Commission in regard to the desirability 
of extending the financial reporting, proxy soliciting, and insider-trading provi- 
sions of the Securities Exchange Act of 1934 to approximately 1,200 industrial 
companies and 170 insurance companies in which there is broad investor interest, 
but which are not presently subject to these requirements because their securi- 
ties are not listed and traded on national securities exchanges. Reference is 
made to the report of the Securities and Exchange Commission, committee print, 
May 25, 1956, and supplementary report, committee print, February 11, 1957, on 
S. 2054, 84th Congress, to the Committee on Banking and Currency, United 
States Senate. The aggregate assets of the industrials are about $34 billion and 
of the insurance companies about $24 billion. 

“It is to be noted that, in the recommendations of the Securities and Exchange 
Commission in regard to the insurance companies covered by the studies, the 
Commission has limited itself to a consideration of the congressional purposes 
expressed in the Federal securities laws, and the Commission does not express 
views as to any other areas of Federal or State regulation of the insurance 
industry. The recommendations of the Commission, in recognition of the policy 
expressed in the McCarran Act (59 Stat. 33; 15 U. S. C. 1011-1015), do not 
suggest any Federal regulation of the business of insurance companies. They 
flow only from the Securities Exchange Act of 1934, one of the purposes of 
which is to assure appropriate financial reports, and disclosures in connection 
with proxy soliciting, to publie security holders. 

“IT do not mean, by calling these studies and recommendations to the atten- 
tion of the Senate, to take a personal position on them as yet, but I do believe 
that the Commission is to be commended for making the first full, complete 
factual study of the financial reporting and proxy soliciting practices of com- 
panies having large assets and large numbers of public security holders, and 
I commend these studies to the consideration of the Senate.” 

We again urge that this legislation be considered. 

Fourth, two bills, 8S. 810 and §S. 843, are pending which would increase the 
conditional exemption from registration for new issues provided by section 3 (b) 
of the Securities Act from $300,000 to $500,000. We submitted a report to Sen- 
ator Sparkman, a member of your committee and chairman of the Select Com- 
mittee on Small Business of the Senate, on February 26, 1957, supporting this 
proposal and we submitted a report to Senator Fulbright supporting both these 
bills on March 12, 1957. In July 1956, the Commission strengthened its ex- 
emptive regulations and its enforcement program under section 3 (b) to provide 
additional protection to investors in the area of small- and medium-sized issues, 
In August 1956, we established in our Division of Corporation Finance in Wash- 
ington, D. C., a Branch of Small Issues to supervise and coordinate the small 
issue work in our nine regional offices throughout the country in order to facili- 
tate the raising of equity and other capital by smaller business enterprises. 
We believe that access to the capital markets for equity capital for small- and 
moderate-size business enterprises is of vital importance to our economy. We 
note with concern an apparent recent reduction in the volume of small issues 
offered under our exemptive regulation. 

In contrast to the large volume of other public offerings, noted above, offerings 
of Regulation A issues, between $100,000 and $300,000 in size, have been much 
lower than in previous years. In January and February 1957, the most current 
figures presently available, an estimated $14.9 million of issues between $100,000 
and $300,000 were offered, compared with $27.9 million in the same months of 
1956 and $36.3 million in the same months of 1955. This decline has occurred 
both in mining and nonmining company issues, with the amount of mining 
company issues of this size dwindling to less than $1 million in January and in 
February. 

We believe the increase of the exemptive amount of $500,000 would be in the 
public interest as an aid to facilitating the financing of small business and 
would be entirely consistent with the investor protection intended by the Securi- 
ties Act. 

Finally, the Commission is hard at work on its recommendations for various 
amendments of the Federal securities laws intended to strengthen our enforce- 
ment powers. 
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You will recall that at the opening of the session the chairman of the com- 
mittee, Senator Fulbright, and the chairman of the Interstate and Foreign 
Commerce Committee of the House of Representatives, Representative Harris, 
authorized the Commission to submit drafts of our legislative proposals to vari- 
ous securities industry organizations for their comments and suggestions. We 
have done this and then held public hearings and drafting conferences with these 
organizations’ representatives. The work on these legislative proposals has 
gone forward continuously and intensively to the fullest extent possible con- 
sistent with our giving our staff and industry representatives time for careful 
consideration of the proposals. These hearings and conferences have taken 
place on February 25 and 26, March 5, 7, 8, 14, and 21, and April 1. The next 
such conference is scheduled for April 23. Work by our staff on this project has 
progressed each day, and on many days consideration by the Commission has 
also occurred. 

There have been a number of areas of disagreement between the proposals as 
first drafted by the Commission and the views of various industry representa- 
tives. We believe that many of these are on their way toward resolution. At 
this time we do not believe that all our proposals, when submitted, will neces- 
sarily be acceptable to the industry organizations which have considered them. 
However, we do believe that the time of the committees of the Congress will have 
been conserved by this procedure, as some proposals now appear acceptable to 
securities industry organizations and areas of disagreement between the Com- 
mission and industry organizations are being narrowed and will be clearly 
delineated. Your committee’s counsel, William F. McKenna, has attended the 
hearings with industry representatives and is fully familiar with the develop- 
ment of this legislation. We will submit it as soon as the conferences and our 
drafting are completed. 

In conclusion, let me thank you for your interest in the Securities and Exchange 
Commission, and urge your support of our legislative program. 

Sincerely yours, 
J. SINCLAIR ARMSTRONG, Chairman, 


UNITED STATES SENATE, 
COMMITTEE ON INTERSTATE AND FOREIGN COMMERCE, 
April 17, 1957. 
Mr. J. SINCLAIR ARMSTRONG, 
Chairman, Securities and Exchange Commission, 
Washington, D. C. 

Dear Mr. ARMSTRONG: I ain grateful for your letter of April 12, and especially 
for the piece which appeared in Financial World written by Louis Guenther. 

Conspicuously projecting itself from all the talks which I had with you, is 
the definite increase in the efforts to exploit the public practiced by high-pressure 
salesmen of securities. In our first meeting in my office, you stated that, in 
your opinion, we are now in the midst of the same type of practices which oe- 
curred in the late 1920's in the sale of securities. 

I am definitely alarmed by the fact that while we are conscious that these 
nefarious practices are being prosecuted, we are not tackling the evil with the 
vigor that the situation demands. 

My views are that if the exploitation of the public is reaching the alarming 
proportions expressed in the Guenther piece, then the Securities and Exchange 
Commission ought to utilize with great vigor and severity the powers vested in 
it under existing law; and that, if loopholes exist in the present law, then we 
ought to prepare with great dispatch the necessary bills that will put into the 
hands of the Securities and Exchange Commission the powers needed to cope with 
existing evils. 

The present session of Congress is more than 344 months expended. The 
probability is that we will be in session for another 3%; months. Yet, no bill 
has been prepared by the Securities and Exchange Commission members in pur- 
suance to the request made by the Senate Committee on Securities for introdue- 
tion to the Senate in the short time that remains before it adjourns. 

Sincerely yours, 
FRANK J. LAUSCHE, 
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Senator Lauscne. Mr. Kalijarvi, you may proceed. 


STATEMENT OF THORSTEN V. KALIJARVI, ASSISTANT SECRETARY 
OF STATE FOR ECONOMIC AFFAIRS; ACCOMPANIED BY STANLEY 
D. METZGER, OFFICE OF THE LEGAL ADVISER; MERRILL C. GAY 
AND HAMLIN ROBINSON, OFFICE OF ASSISTANT SECRETARY FOR 
ECONOMIC AFFAIRS; AND JOHN WALSH, OFFICE OF EUROPEAN 
AFFAIRS, DEPARTMENT OF STATE 


Mr. Kauisarvi. Senator Lausche and members of the committee, I 
am Thorsten V. Kalijarvi, Assistant Secretary of State for Economic 
Affairs, and may I identify some of the people at the table with me. 
I have brought Mr. Metzger, of our legal adviser’s office, and Mr. 
Merrill Gay and Mr. Hamlin Robinson, “of my Office in the Depart- 
ment. There are certain aspects of the problem with which they are 
familiar, and I thought perhaps we ought to have them along in 
order to answer the committee’ s questions. 

Mr. C eet the Department has reviewed the 5 proposed bills, 
S. 594, 1601, 1168, S. 843, and S. 810, the first 3 amending the 
Secur ties Exe ie Act of 1934 and the others amending the Securi- 
ties Act of 1933. The bills appear to be nondiscriminatory in charac- 
ter and offer no particular problem falling within the interest of the 
Department of State. Since they pertain to the regulatory functions 
of the Securities and Exchange Commission, the Department must 
defer to the judgment of that agency in respect of the need for these 
various measures from the point of view of its responsibilities. The 
Department of State sees no particular problem in any of them of a 
foreign-policy nature. It is our understanding, however, that the 
committee desires the Department’s views with respect to the broad 
problem to which these various proposals are in one way or another 
directed. The problem is to find ways of controlling the evasions 
and sidestepping of United States securities regulations designed to 
safeguard bona fide investors. The concealing of beneficial ownership 
in American cor porate securities by the use of foreign agencies oper- 
ating under a different regulatory system appears to present diffi- 
culties affecting the SEC’s ability to perform its functions, e. g., the 
control of fr: aud, proxy battles, ‘and so forth. Further, it has been 
suggested in some quarters that this situation offers opportunity for 
the subversive penetration by Communist elements into American 
corporations through investment channels. 

The Department of State has on various occasions tried to be of 
help in cases where foreign practices or the use by Americans of for- 
eign agencies impede the effective functioning of our regulatory sys- 
tem. These regulatory functions are of interest to the State Depart- 
ment, of course, insofar as they affect our foreign relations. Through 
diplomatic channels, the Department has upon request from time to 
time tried to obtain the necessary cooperation of foreign governments 
or nationals with the objectives and procedures of the United States 
securities regulatory system. 

The Department has noted that there has been concern about the 
possibility of Communist investment in American corporate shares to 
adverse effect of our national security interests. It has ex- 
plored these questions with the interested agencies of the executive 
branch with a view to learning if a problem is presented for our na- 
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tional security, and if so what can be done about it. So far no evidence 
of any Iron Curtain penetration through regulatory loopholes has 
come to our attention. 

The Department is interested in and concerned with measures per- 
taining to the foregoing problems insofar as such measures bear on 
our foreign relations. 

Regarding legislation, just what is needed or would be effective in 
gener: ral lies outside the competence of the Department of State. A 
few observations may be in order, however, with respect to the 
general considerations which we would consider important in formu- 
lating our views with respect to particular legislation which may be 
proposed. 

Any legislation which would have the effect of discrimination 
against foreign nationals or might be in contravention of existing 
treaty obligations would cause us concern and create real problems, 
Retaliatory actions might adversely affect United States interests. 
The very important question of United States broad foreign invest- 
ment. policy might here be involved. This policy has long aimed at 
encouraging the freest possible movement of private capital across in- 
ternational boundaries. We have encouraged this through treaties of 
friendship, commerce and navigation, investment guaranties, and 
otherwise. We have hoped that as American private foreign in- 
vestment increased the need for United States economic aid to other 
countries would diminish. We have hoped that our aid programs 
would stimulate such investment. If the doors are kept open in other 
countries for American investment to enter, the United States must, 
of course, maintain reasonably reciprocal opportunities. 

Senator Carrnarr. Will you yield just a minute? Let me say as 
author of one of the bills before us that the last thing in the world 
that I want, and I am sure this committee wants, is in any way what- 
soever to pass a law that is different in its administration or re 
tion to a foreign national than it isto United States nationals. I think 
our economic strength over the years has been due to the fact that we 
have treated everybody exactly alike. There is nothing in any of 
these laws that does that, not a single thing that does that. What I 
am suggesting is that in proxy fights we know the beneficial owner of 
all the shares. That would apply just as much to United States na- 
tionals as it did to foreign nationals. I agree with you 100 percent, 
and nobody has ever st: ted my philosophy in respect to foreign trade 
any better than you have here. What we are trying to do is to avoid 
having people get control of a corporation without the other stock- 
holders knowing who they are, because when you get control of a 
corporation you elect its directors, you elect its management, you run 
the policies of it. All I am trying to do with the legislation I have 
introduced is to make certain that in a proxy fight every stock- 
holder, if he wishes, may know exactly who the beneficial owners are 
that are voting the proxies. At the same time I do not want to force 
anybody to vote stock that he does not want to. I do not want to force 
anybody to divulge the ownership of his stock 7 he does not want to. 
All I want to do is deny him the right to vote the stock for directors 
and officers if there is a proxy fight and he does not divulge ownership. 
That is all there is to my legislation and what I am trying to do. 

Mr. Karisarvi. It goes without saying that American securities 
regulations should, insofar as practicable, avoid impingement on this 
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broad objective. The regulations as now set up are, I believe, in their 
central purpose consistent with and conducive to the attainment of 
this objective. Therefore, Senator, I think we are in agreement on 
this. 

Senator Carenart. Yes; that is right. 

Mr. Karisarvi. With respect to dealing with these kinds of prob- 
lems by international agreements between the governments of the 
United States and other « countries, the Department would like to set 
forth three considerations. 

First, any negotiation of an international agreement in this field 
would require foreknowledge of the precise nature of the Poe 
sought to be handled, and the manner in which it was desired to deal 
with it by international agreement. For this the Department would 
have to look to the Securities and Exchange Commission for infor- 
mation. 

Second, it is often possible to deal more profitably with particular 
problems of information and related matters on an ad hoe, less formal 
basis than through formal international instruments. 

Third, it has been the Department’s experience in the negotiation 
of formal international agreements in the field of foreign trade and 
commerce that these agreements tend to reflect the existing state of 
legal development in the countries which are parties to the agreement. 
In regard to matters of local law governments are usually quite reluc- 
tant to make fresh commitments differing from existing legal 
practices. 

Senator Lauscur. May I interrupt there? By this last sentence 
you in effect mean that it would be rather unreasonable and improb- 
able of success to ask them to change their law ? 

Mr. Karigarvi. It is very likely that we would be unsuccessful if 
through the treaty process we asked them to change their legislation. 

Senator Lauscie. From my standpoint, and I am quite sure from 
Senator Capehart’s, he has no desire to do that. 

Senator Caprnart. No oe whatsoever. 

Senator Lauscue. That is, to Impose upon any nation the accept- 
ance of any particular type of law. That is their domain, their sov- 
ereignty, and they have to decide what they are going to do. 

Senator Carenarr. All I want in case of a proxy fight is that every 
stockholder, if he wishes, knows who the beneficial owner is. I have 
said that I suppose a hundred times. I think he is entitled to know it. 
I also am stronger than ever that the Securities and Exchange Com- 
mission should give the opposing sides full and complete information 
filed by both in advance of its being mailed out. I am sold on that as 
a matter of justice and I think common fairness. That is what would 
happen in the case of a lawsuit, as you well know, if you go to law. 

Senator Lauscur. He is not taking any position on that. 

Mr. Kauisarvi. No. I was going to say that the position you take, 
Senator Capehart, causes us no trouble at all. 

Senator Carenarr. That is right. It should not cause anybody any 
trouble. 

Senator Lauscur. We might have them change their minds if w 
argue with them. Proceed. 

Mr. Kauisarvi. It is the Department’s opinion that any proposal 
to deal with the matters now before your committee by the interna- 
tional agreement route would need to be assessed in terms of the fore- 
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going considerations. It is our hope and belief that any proposed 
legislation will be carefully evaluated from the foregoing points of 
view lest the cost of what we might gain in one particular direction 
might be offset by what we would ‘Jose in another. The Department is 


ready to cooperate in every way within its competence in making such 
evaluations of specific proposals. 


Senator Lauscue. Mr. Kalijarvi, the adoption of a law that would 
have equal application upon our nationals as well as those of foreign 


countries would come within the definition of what you have tried ‘to 
give us? 

Mr. Karisarvi. It certainly would, and we find no difficulty with it. 

Senator Lauscur. No discriminatory legislation against any na- 
tionals of any other country if they are treated equally with our own 
nationals, and that comes within what you would want? 

Mr. Kauasarvr. That is precisely correct. 

Senator Carenarr. Just a hundred percent right. If we could get 
every other country in the world to observe that, they would find a 
lot of capital being invested in their countries. 

Senator Lauscur. Would you study these questions, and I may 
want to call you back later. I am going to ask that you take that 


with you, and if you give me a eall after you have studied those I 
would like to talk to you about it. 
Mr. Kanisarvi. Fine. 


(The questions, and replies, submitted to Mr. Kalijarvi, follow :) 


QUESTIONS HANDED BY SENATOR LAUSCHE TO ASSISTANT SECRETARY KALIJARVI ON 
May.21, 1957, AT THE HEARINGS OF THE SUBCOMMITTEE ON SECURITIES OF THE 
SENATE COMMITTEE ON BANKING AND CURRENCY AND THE STATE DEPARTMENT’S 
REPLIES THERETO 


Question No. 1. As you know, SEC has suggested that its enforcement prob- 
lems arising from the anonymity of Swiss bank clients be handled by treaty. 
Will this be easy to accomplish? 

Answer. As indicated in the Department's testimony before the subcommittee, 
the Department has found that, in matters of local law, governments are usually 
reluctant to make fresh commitments which differ from existing legal prac- 
tices. Accordingly, handling the matter by treaty would not, in the opinion of 
the Department, be easy to accomplish. 

Question No. 2. An adequate remedy would require treaties on this subject 
with all foreign nations that protect the anonymity of clients of institutions used 
in trading in United States corporate securities. How difficult would this be? 

Answer. It would require considerable research to ascertain what countries 
other than Switzerland protect by law the anonymity of clients of banking insti- 
tutions. Banking institutions normally regard as confidential the transactions 
of their customers, and all or most governments would probably be reluctant to 
obligate their private institutions to disclose such information to foreign govern- 
ments. Accordingly, in seeking treaties for this purpose we would be under- 
taking to persuade foreign governments to modify existing laws or practices 
which they would be unlikely to do. Furthermore, the compensatory conces- 
sions, reciprocal or otherwise, which might be demanded of the United States 
in such a negotiation could present serious problems to us. On the basis of these 
and other considerations, including those mentioned in the Department’s state- 
ment before the subcommittee on May 21, it is our belief that an attempt to 
resolve these problems through treaties would involve very substantial difficulties. 

Question No. 3. Since SEC’s principal enforcement problem arises when foreign 
institutions or foreign nationals enter the chain of trading in United States 
corporate securities, what difficulty would it cause your Department if we were 
to limit the application of S. 1601 to such cases, rather than include trading 
handled entirely in the United States? 

Answer. If 8S. 1601 were to be applied only to foreign nationals or institu- 
tions, serious prdoblems would be created for the Department of State. The 
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bill as so amended would render it unlawful for any foreign national or insti- 
tution to give or attempt to give any proxy, consent, or authorization to vote 
a registered security unless the foreign national or institution was the beneficial 
owner of the security, or the proxy, consent, or authorization contained the 
name and address of such beneficial owner. Since the bill would not require 
compliance by an American national or institution with these conditions, a 
greater burden would be placed upon the foreign national or institution if the 
bill as so amended were enacted. 

The treaties of friendship, commerce, and navigation which are presently in 
force between the United States and a substantial number of foreign countries 
provide, in part, as follows: 

“Nationals and companies of either party shall be accorded within the terri- 
tories of the other party national treatment and most-favored-nation treatment 
with respect to acquisition by purchase, lease or otherwise, and with respect 
to owning and possessing, movable property of all kinds, both tangible and 
intangible.” (See, for example, art. IX, par. 2 of the United States-Japan 
FCN Treaty, proclaimed by the President on November 4, 1953.) 

The term “national treatment” is defined in the treaties to mean treatment 
accorded within the territories of a party upon terms no less favorable than the 
treatment accorded therein in like situations, to nationals, products, vessels, or 
other objects as the case may be, of such party. 

Since one of the incidents of ownership and possession of the intangible, 
movable property herein involved—shares of stock—under United States laws 
is the right to vote such stock in person or by proxy, a law which conditioned 
the exercise of that right, so far as foreign nationals and institutions located 
within the United States are concerned, in a manner more burdensome than 
that applied to Americans, would raise a serious question regarding compliance 
with its treaty obligations on the part of the United States. 

As indicated in the Department’s testimony before the subcommittee, “Any 
legislation which would have the effect of discrimination against foreign 
nationals or might be in contravention of existing treaty obligations would 
cause us concern and create real problems.” 

Question No. 4. As it would affect foreign nationals, What problems do you 
see in the way of a quarantine device that would give SEC a brief time before 
delivery of the securities to the purchaser (or confirmation of a short sale) 
to check the deal for any prima facie violation of Feedral securities laws? 

Answer. While it is difficult to perceive without more detailed information 
What the impact of this device would be, the Department would on the face 
of it see no great difficulty in such a measure from the standpoint of foreign 
relations if it were applied without regard to the nationality of the seller or 
purchaser. However, the Department is not in a position to appraise the prac- 
ticability of this proposal in terms of the operation of securities markets. 

Question No. 5. What problems, if any, from your point of view would be 
raised by a requirement that foreign nationals dealing in United States cor- 
porate securities register for the information of official United States agencies, 
Similar to the registry of agents of foreign governments with the Department 
of Justice? 

Answer. Such a requirement would create real problems for the Department 
of State. Parenthetically, it should be noted that the requirement for the 
registration of agents of foreign governments with the Department of Justice 
in no way depends upon the nationality of the agent—Americans as well as 
foreign nationals are treated alike, the registration requirement depending not 
upon the nationality of the agent, but rather upon the character of the agent’s 
relationship with his principal. 

Treaties of friendship, commerce, and navigation between the United States 
anda number of foreign countries provide, in part, as follows: 

“Nationals and companies of either party shail be accorded national treat- 
ment with respect to engaging in all types of commercial, industrial, financial, 
and other business activities within the territories of the other party, whether 
directly or by agent or through the medium of any form of lawful juridical 
entity.” (See, for example, art. VII, par. 2 of the United States-Japan FCN 
Treaty, proclaimed by the President on November 4, 1953.) 

While each party reserves the right to limit the extent to which aliens may 
within its territories, establish, acquire interest in, or carry on public-utilities 
enterprises, enterprises engaged in shipbuilding, air or water transport, banking 
involving depository or fiduciary functions, or the exploitation of land or other 
natural resources, these reserved types of enterprises do not include the enter- 
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prise of dealing in United States corporate securities, which is a type of com- 
mercial or financial activity to which both parties are required to accord na- 
tional treatment. Consequently, a requirement that only foreign nationals 
dealing in such securities must register would be according to such nationals 
within the United States treatment less favorable than that which is accorded 
to American nationals dealing in such securities, and would raise a serious 
question regarding the compliance by the United States with its treaty 
obligations. 

If the proposition relates only to nonresident foreign nationals, it should be 
pointed out that many security transactions emanating from abroad are carried 
out in whole or in part by American institutions or by nonresident American 
individuals and institutions. While there would not appear to be any problem 
of treaty violation involved it does not seem likely to the Department that the 
proposition in this case would be particularly effective; more likely it would 
have the effect of complicating United States foreign financial dealings. 

Question No. 6. In an attempt to learn the extra cost to a United States 
citizen of doing business through Swiss banks, your Department obtained certain 
unclassified information from Switzerland. Do you object to that being placed 
in the record? 

Answer. The Department does not object to such information being placed 
in the record. 


Senator Lauscur. We will recess at this time until 10 o’clock to- 
morrow morning. 

(Whereupon, at 12:21 p. m., the subcommittee recessed until 10 a, m. 
the following day, Wednesday, May 22, 1957.) 
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WEDNESDAY, MAY 22, 1957 


Unirep States SENATE, 
CoMMITTEE ON BANKING AND CURRENCY, 
SUBCOMMITTEE ON SECURITIES, 
Washington, D.C. 


The committee met, pursuant to recess, at 10 a. m., in room 301, 
Senate Office Building, Senator Frank J. Lausche (chairman of the 
subcommittee) presiding. 

Present: Senators Lausche, Capehart, Bennett, and Bush. 

Senator Lauscne. All right, we will come to order. 

Mr. Balderston. 


STATEMENT OF C. CANBY BALDERSTON, VICE CHAIRMAN, BOARD 
OF GOVERNORS; ACCOMPANIED BY FREDERIC SOLOMON, ASSIST- 
ANT GENERAL COUNSEL, FEDERAL RESERVE SYSTEM 


Mr. Bauperston. Mr. Chairman, Senator Bush, the Board of 
Governors of the Federal Reserve System appreciates this opportu- 
nity to present its views to the subcommittee. Four of the five bills 
which we understand that the subcommittee is considering do not 
directly affect the responsibilities of the Board, and we have no 
comments to offer with respect to them. Consequently, we will confine 
our comments to S. 1168. 

If you are willing, Mr. Chairman, I will submit for the record the 
formal statement of the Board of Governors and confine my remarks 
to section 3 of the bill, which relates directly to the responsibilities of 
the Board. 

Senator Lauscne. I think the record will be more effective and clear 
if you will read this brief statement. It is only three pages, and it 
will be helpful, at least to me, and I hope that it will be to the other 
members of the committee. 

Mr. Bauperston. The Board of Governors of the Federal Reserve 
System appreciates the opportunity to present its views to this sub- 
committee. Four of the five bills which we understand that the sub- 
committee is considering, S. 594, S. 810, S. 843, and S. 1061, do not 
directly affect the responsibilities of the Board, and we have no com- 
ments to offer with respect to them. Accordingly, we will confine 
our comments to the remaining bill, S. 1168. 

Senator Lauscne. You may proceed. 

Mr. Bauvperston. As Chairman Martin stated in testifying before 
this subcommittee on a similar bill introduced in the 84th Congress, 
the Board is in complete agreement with the purposes of S. 1168. 
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Under the Securities Exchange Act of 1934, corporations whose 
securities are registered on a national securities exchange are subject 
to specified requirements covering publication of financial reports and 
related information, solicitation of proxies, and so-called insiders’ 
profits resulting from trading in the company’s stock. With certain 
exceptions, S. 1168 would apply those requirements to corporations 
with more than $2 million of assets and 750 stockholders, whether or 
not their securities are registered on an exchange. 

These provisions of S. 1168 would assure for the security holders 
of such corporations not registered on an exchange the same infor 
mation and many of the safeguards that the Securities Exchange Act 
provides for the holders of securities that are registered on an ex 
change. As these provisions are administered by the Securities and 
Exchange Commission, the Commission is better able than the Federal 
Reserve to express an informed opinion regarding them. 

However, section 3 of the bill directly relates to the responsibilities 
of the Federal Reserve System. Under this section, any security coy 
ered by the bill, unless excluded by the Board as not compre shended 
within its purposes, would be subject to the same margin requirements 
as the securities that are registered on an exchange. 

The bill contains certain exemptions. In addition to bank stocks, 
the bill would exempt the securities of all corporations that do not 
have more than $2 million in assets. It would also exempt any class 
of equity securities held of record by not more than 750 persons. In 
addition, it would exempt any debt securities which have not been 
registered under the Securities Act of 1933, or which are outstanding 
in a principal amount of not more than $1 million. 

Since securities covered by the bill would be subject to the margin 
regulations that now apply to securities registered on an exchange, 
let me outline those rules and how they differ from the rules that 
apply to unregistered securities, 

Under present law, when brokers lend for the purpose of purchasing 
or carrying securities, they can lend on registered securities the amount 
specified in the Board’s margin regulations—now 30 percent—but 
they are forbidden to lend anything at all on unregistered securities. 
In other words, in a brokerage margin account registered securities 
have the loan value specified in the Board’s regulations and unregis 
tered securities have no loan value whatever. The rules that apply 
to loans made by banks also distinguish between securities that are 
registered and those not registered. Loans made by banks to pur 
chase or carry registered securities are subject to the standard margin 
requirements; loans made by banks to purchase or carry unregistered 
securities are exempt. 

Under S. 1168, securities covered by the bill would be entitled to 
loan value in brokerage margin accounts just as registered securities 
are, and loans by banks to purchase or carry securities so covere d would 
be subject to the usual margin requirements. 

Stated differently, borrowers upon securities covered by section 3 
would be more favored than at present in one respect and Jess in an 
other. On the one hand, such securities would have loan value in 
brokerage margin accounts. On the other hand, ee ver, loans by 
banks to pure ‘hase or carr v such securities would become subject to 
the present margin requirements. 
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Both S. 1168 and the present law regarding margin requirements 
recognize ‘that there are Important differences between the securities 
of small, closely held companies and larger, more widely owned ones. 
The securities of small, closely held companies usually do not enjoy 
a wide or ready market. They are more likely to be purchased or 
financed on the basis of personal knowledge of the individual com- 
pany, its conditions and prospects, and not on the basis of ready 
marketability. In contrast, the securities of larger, more widely held 
companies are usually more seasoned, more w idely known, more read- 
ily marketable, and more likely to be traded on margin. 

Section 3 says, in effect, that such securities should be treated for 
the purposes of the margin requirements in the same way that the law 
now treats securities that are registered on an exchange. Under the 
exemptions in the bill, a stock would not be covered unless the issuer 
of the stock has at least $2 million in assets and there are also more 
than 750 holders of the stock. 

The Board believes section 3 would help to carry out the general 
purposes of the present law relating to margin requirements and that 
its enactment would be in the public interest. 

Senator Bennerr. Mr. Chairman, may I ask Mr. Balderston a 
question ¢ 

Mr. Busu. Senator Bennett. 

Senator Bennerr. Yesterday, when Mr. Armstrong was testifying, 
he suggested two amendments, one of which interests me in view of 
your endorsement of S. 1168. This particular amendment would put 
into operation the provisions of the present Securities Exchange Act 
affecting insider trading, but it would suspend them for a period of 
2 years to give the SEC a chance to weigh its effect on this situation. 

‘On these over-the-counter securities there is no readymade market, 
is there, on the existing exchange? I know from personal experience 
that, as a matter of practical fact, in many of these local companies 
and most of them are local—there is a local broker either on the 
board or interested in the company, who more or less undertakes to 
make a market, and who is willing to buy and sell the security, some- 
times out of his own inventory, just in order to keep some ‘kind of 
a market going on the security. 

The SEC testified that their scanty investigation had revealed that 
that was beneficial to the security holders and might be destroyed 
by an immediate enforcement of the rules against insider trading, 
and they wanted a chance to have the reports that would be required 
by the bill available after 2 years for study so that they could deter- 
mine, on the basis of actual reports, the effect of this provision. 

That is a long statement. Do you think the Board would have 
any objection to that particular amendment ? 

Mr. Bavprerston. Well, Senator Bennett, I cannot speak for the 
Board as a whole, but I would be happy to speak for myself. It is 
my feeling that it would be well not to apply that provision im- 
mediately, and perhaps not even at the end of the 2-year study which 
was suggested by Mr. Armstrong. T share rather strongly the view 
that you have presented, that our small- and medium-sized com- 
panies have difficulty in maintaining access to the capital markets; 
that when they ask a broker to go on the board of such a company 
they are seeking not only advice with respect to future financing, they 
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are seeking also his help in making a market for their stock which 
otherwise might not exist. 

In fact, it is conceivable to me that such a broker might not be will- 
ing to help with a new issue unless he had taken a substantial position 
in “the stock of the company in question. If he were to back a new 
issue without having taken that substantial position, the issue might 
prove a failure with unfortunate results, both to the broker and to the 
company. Consequently, my feeling at the moment would be that 
informed students of the subject might be able to agree right now, 
before the making of the study suggested by Mr. Armstrong. I would 
have no objection, certainly, to the study proposed, except that it in- 
volves some expense. 

Senator Bennerr. My memory is they said $200,000 is the poten- 
tial cost of the study. Your testimony is, then, that, on the basis 
of your personal experience with this kind of a situation and securi- 
ties of this size and type, we might well exempt, or we might well 
eliminate, the effect of the insider-trading laws that now apply on 
the securities on the big exchanges ? 

Mr. Bauprersron. Yes. 

Senator Bennerr. And by that exemption we are actually bene- 
fiting the security holder, rather than protecting him from some evil 
that probably doesn’t exist / 

Mr. Batprerston. In my judgment, yes, although I do not pre- 
tend to be an expert in that field. 

Senator Bennerr. Thank you, Mr. Balderston. 

Thank you, Mr. Chairman. 

Senator Busu. Mr. Balderston, we have prepared a list of ques- 
tions here which bear on our consideration of some of these bills that 
are before us at the present time. Rather than detain you, and if 
the Senator from Utah will approve, I will give you this list of ques- 
tions and ask you if you would supply us with answers to them at 
your early convenience so we can have them put in the record of this 
hearing at the appropriate place. 

Mr. Baupersron. Senator Bush, we will be happy to do so. 

Senator Busi. Mr. Wallace would like to ask a few questions. 

Mr. Watuace. Mr. Balderston, I ie like to ask you your opinion 
on these insider-trading provisions. I do not understand the harm 
that could occur when, as I understand the insider-trading provisions, 
they merely require publicity. They do not outlaw insider trading. 

Senator Bennerr. If I may interject myself into this, if the broker 
who would be an insider in this conte mpl: ited situation actually made 
a profit on any stock that he dealt in, he would have to return 
that profit to the company. 

Mr. Watuacr. But only if a stockholder instituted a suit to re- 
quire its return for the company; is that correct ? 

Senator Bennetr. Well, I am not sure. But it puts the man in 
kind of jeopardy. He makes every transaction with the risk of such 
a suit hanging over his head. 

Mr. Watrace. What I am driving at is: Is it not true that the only 
jeopardy he ee have would be if another stockholder of the com- 
pany instituted a suit, and if the stockholder did, he could only 


recover profits Seite on a short-swing transaction. Otherwise, there 


is no criminal penalty applicable to the insider-trading provisions. 
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They are merely reporting provisions, as I understand it; is that 
correct ¢ 

Senator Busu. Yes. 

Mr. Waxiace. So my question is: What could be the harm of merely 
a reporting requirement for the insider-trading provisions? 

Mr. Bauperston. Mr. Wallace, would it not be true under subsec- 
tion (b) that a broker who was also a director and had taken a “posi- 
tion” that resulted in a profit would feel impelled to pay it to the 
company, whereas any loss would be his alone ? 

Mr. Watuace. If the stockholder instituted a suit, the stockholder 
himself, I may say, would have absolutely nothing to gain. The only 
purpose he would have for instituting a suit would be to recover a 
profit for the company and not for himself, or not for the officer. 

As I understand the purpose which you present, and which Mr. 
Armstrong and others have presented with respect to not permitting 
a stockholder suit to recover, it is that the insider may need to do this 
in order to make a market, keep a liquid market. But if his purpose 
is to make a market and keep a liquid market, why should he make a 
profit on a short-swing transaction ¢ 

Senator BENNETT. “Maybe I can answer that. The cost of making a 
market. There is a cost existing in making a market. He keeps an 
office open; he keeps men on hand to serve the public; and you cannot 
expect him, I do not think, to just operate on a purely altruistic basis. 

Mr. Wauiace. May I ask this question, then: Is it my understanding 
that you are recommending, and you also recommend, Senator Bennett, 
that the provision permitting a stockholder to institute a suit to recover 
should not be included in this legislation, but the reporting provision 
should remain ? 

Senator Bennerr. As far as I am concerned, I would be perfectly 
willing to see it put in there if it were held in abey ance long enough 
to settle the question that may be in somebody’s s mind. 

You raise the question of cost, whether it is worth $200,000, the 
cost of making a survey to settle that question. Having been a member 
of a board of directors of two companies that would be involved, I 
think, in this situation, and having seen one of these brokers operate, 
I feel that his presence on that board is of great benefit to the stock- 
holders and it would be unfortunate if we set up a situation which 
would drive him and men like him off a board, and which would tend 
to dry up the local market for that particular security. 

These men very frequently literally make the market. They are the 
only source, they are the only potential purchaser, and they buy for 
their own account and hold until they find a customer who will take 
the stock off their hands. That is very frequently inside the 6 months. 
It becomes a short-swing transaction. 

[ would hate to see that market dried up. I am perfectly willing 
to take a couple of years or so to study the problem, but from what 7 
know of the problem now, I think the answer would be the same at the 
end of 2 years. 

Mr. Wauxace. Is it your opinion that mere publicity would drive 
the brokers off, or the fact that they are liable to be sued by a stock- 
holder? 

Senator Bennerr. A combination of both. The relation of a 
broker to his customers is approaching a private relationship, and I 
am not sure the broker would welcome the responsibility of detailing 
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every transaction he had in that particular stock, making that in- 
formation available to the public. 

Mr. Wattacr. May I just ask one more question, and then I think 
that we have spelled out the issue here. 

It provides investor protection to have these brokers on the board 
because it makes the market liquid or more liquid. On the other 
hand, there is the same difficulty which the original provision seeks 
to protect the investor from, that is, taking advantage of real inside 
information for personal profit. I just wanted to mention the other 
side of the coin. 

Senator Bennerr. I recognize that, but the market in securities of 
this type is not sufficiently liquid and it does not turn over fast enough 
so that an insider could get out and make a killing on a situation of that 
kind. There just is not enough activity in stocks of this kind to make 
that kind of a transaction profitable ; it is probably not even possible. 

Senator Busu. I would observe that in many cases such as Senator 
Bennett describes, small situations where it is desirable and construc- 
tive for a small dealer, who may be also a director in a small or modest- 
sized company, may render services all around and if he is an honest 
man nobody gets hurt by it. 

On the other hand, when you get into some of these larger com- 
panies which are mentioned in the report of the SEC, I think it be- 
comes a little bit different. You take a stock—just to mention one, 
the Ford Motor Car Co. stock up to a few years ago was traded over 
the counter for a long time. 

Senator Bennerr. Was it traded ? 

Senator Busn. Yes. 

Senator Bennerr. Was Ford Motor stock available to the public 
until after this big public offering ? 

Senator Busu. Yes; small amounts. 

Senator Bennetr. I know it was not generally available. 

Senator Busu. Not generally available, but it was available. Per- 
haps we could select a better example. You take insurance company 
stocks as a group, or take the bank stocks as a group. They are over 
the counter. 

Mr. Watuace. Anheuser-Busch Brewing Co., Time magazine, 
Weyerhaeuser Lumber—they are large companies. 

Senator Bus. Yes. I mean, I think I incline generally to the posi- 
tion which you hold, but I believe that in asking for time to study 
that whole question, the Securities and Exchange Commission has 
done an excellent thing. I think it would be interesting. 

Senator Bennetr. | have no objection to the study, but even the 
SEC recognizes the existence of the problem and that is why they pro- 
posed the amendment which would have the effect of postponing the 
effectiveness of this particular provision. It may be that some fur- 
ther limitation in terms of size might help to handle this situation. 

Senator Busn. Of course, if you got into a situation where this bill 
stood up and this provision stood up and you had a man on the board 
of a big company and he was a dealer in securities, he has the alter- 
native of getting off the board of directors. In the legislation of 1934 
there were a good many men forced off boards of directors by that 
legislation because of the supposed conflict of interest with their being 
brokers or dealers. I think it is illegal now for a broker to be on a 
bank board, isit not? Iam a little fuzzy on that. 
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Mr. Watxace. It is a little hard for me to understand the effect of 
size. ‘To me, $2 million in assets and 750 stockholders would be a 
medium-sized, rather than small company. 

Senator Bennerr. The kind of company I am thinking about—and 
I assume Mr. Balderston has the same approach—is a local company 
trading in a single community or one or two contiguous communities. 

Senator Busu. Where you have really got only one good securities 
dealer. 

Senator Bennrrr. Where there are only one or two outlets. That 
is the kind of situation I am trying to protect, not a big, national 
company of very large size. 

Mr. Wattacer. It is my impression that the stockholders’ suit ap- 
proach has not been used very much anyway, as a matter of fact. 

Senator Busn. Hardly at all. 

Mr. Waruiace. But I guess the SEC did recommend keeping the 
reporting requirements, but not the stockholders’ suits. 

Senator Bennerr. That’s right, holding that in abeyance for 2 years 
until they can study it. 

Senator Busi. Then, will you give us the answers to those questions, 
Governor? You will do that? 

Mr. Batpersron. Yes, we will be happy to. 

(The questions and replies, submitted to Mr. Balderston, follow :) 


REPLIES OF GOVERNOR BALDERSTON, VICE CHATRMAN OF THE BOARD OF GOVERNORS 
OF THE FEDERAL RESERVE SYSTEM, TO QUESTIONS OF THE SUBCOMMITTEE ON 
SECURITIES OF THE SENATE BANKING AND CURRENCY ('OMMITTEE 


1. Would it help SEC to enforce Federal margin regulations if they were made 
applicable to the borrower as well as the lender? We have instances where 
the borrower is amenable to United States jurisdiction but the lender is not 

Answer. In connection with this question, and others that relate to possible 
changes in the law or regulations to broaden the margin requirements, it seems 
desirable to review briefly the purpose and background of these requirements. 

‘The purpose of the margin regulations, as stated in section 7 (a) of the 
Securities Exchange Act of 1934, is that of “preventing the excessive use of 
credit for the purchase or carrying of securities.” Congress passed the act in the 
light of the heavy margin trading of the late 1920’s and the ensuing market 
collapse of the early 1980's. 

The report of the House Committee on Interstate and Foreign Commerce on 
the bill that became the Securities exchange Act, stated regarding the credit 
provisions of the act: 

“The main purpose is to give a Government credit agency an effective method 
of reducing the aggregate amount of the Nation’s credit resources which can be 
directed by speculation into the stock market and out of other more desirable 
uses of Commerce and industry—to prevent a recurrence of the precrash situation 
where funds which would otherwise have been available at normal interest rates 
for uses of local commerce, industry, and agriculture, were drained by far higher 
rates into security loans and the New York call market. Increasing margins 
i. e., decreasing the amounts which brokers or banks may lend for the speculative 
purchase and carrying of stocks—is the most direct and the most effective method 
of discouraging an abnormal attraction of funds into the stock market.” 

Securities transactions are the main business of brokers and dealers. They not 
only execute such transactions for their customers, but also extend credit to 
their customers to finance the transactions. In the act, Congress specifically 
required the Board to prescribe margin regulations for brokers and dealers and 
specified the nature of those regulations in considerable detail. 

Commercial banking covers a far broader field of lending and is not so special- 
ized as the activity of brokers and dealers. Recognizing, however, that banks are 
active in making loans for the purchase of securities, the act authorized the Board 
to prescribe margin requirements for banks, as well as for anyone else engaged 
in the business of lending. The act is less detailed as to these regulations than 
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it is in the sections relating to brokers and dealers; in fact, it specifically exempts, 
in the case of banks, certain transactions that are regulated in the case of broker- 
age offices, such as loans on bonds. 

In brief, the act provides for regulating lenders in varying degree. It omits 
regulation of borrowers. 

The Board prescribed regulation T, applicable to brokers and dealers, effective 
October 1, 1934; and regulation U, applicable to banks, effective May 1, 1936. The 
Board has not felt that it was necessary to apply its margin regulations to lenders 
of other kinds. 

Since the act and the regulations do not apply directly to borrowers, the latter 
may be able to obtain larger loans from foreign lenders, who are outside the 
jurisdiction of the United States, than they could get from brokers, dealers, or 
banks in this country. Such credit may have significance in a specialized situa- 
tion, such as a particular proxy contest, without being large enough in the 
aggregate to interfere substantially with the purposes of the present credit 
provisions of the act. 

There are no available figures as to the amount of such credit. Although it 
may be significant in some individual cases, there appear to be practical obstacles 
to its reaching large dimensions. Just as banks have fewer incentives and 
facilities to promote stock-market credit in this country than brokers, foreign 
banks have still fewer. Even modern communication and transportation cannot 
completely overcome the difficulties of distance and lack of ready access. In 
present circumstances, borrowers who have the incentives and the means of ob- 
taining such credits probably are not numerous. Without greater incentives 
for the foreign lenders than are believed to exist at present, such credit seems 
unlikely to be of large volume. Accordingly, if viewed from the standpoint of 
preventing a substantial interference with the purposes of the present margin 
requirements, and not from the viewpoint of regulating specialized situations 
such as proxy contests, it seems doubtful that there is a clear need at this time 
for legislation to forbid such borrowing. 

Whether a change in the law to make the Federal margin regulations applicable 
to borrowers as well as lenders would help the Securities and Exchange Com 
mission to enforce such regulations, is a matter on which the Commission would 
be in a better position to judge than the Board 
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2. Why shouldn't the margin requirement apply to the extent practi 
eign institutions, insofar as the credit they extend enters United States 


securities markets and tends to create unstable conditions? 

Answer. As indicated in the answer to question 1, the credit provisions of thie 
Securities Exchange Act are aimed at those sources which, if unregulated, were 
considered to be likely to cause a repetition of the heavy margin trading of the 
late 1920's and the ensuing market collapse of the early 1930's. Borrowers were 
not directly regulated, evidently because it was assumed that adequate results 


could be achieved by regulating lenders, 

The omission of foreign lending institutions, when acting outside the jurisdi 
tion of the United States, from the direct coverage of the act apparently reflected 
the belief that they have less incentives and facilities than brokers, or domestic 
banks, for bringing about excessive use of credit for the purpose of purchasing 
stocks in this country. As in the case of possible regulation of borrowers, it 
seems doubtful that there is a clear need at this time for legislation to apply to 
lenders abroad. 

Regulation of foreign lenders would present even more problems than regulation 
of borrowers in this country, since it usually is not possible for laws to apply 
outside the jurisdiction of the country that enacts them. Laws are sometimes 
held to apply abroad to the extent that acts take effect in the country that passed 
the law, but this principle depends upon the circumstances and is hard to apply 
Furthermore, even if a lender abroad should violate a credit regulation of this 
country, it would be difficult as a practical matter to discover the facts or to 
prosecute, without the active cooperation of the authorities of the foreign country 
3. In view of such large margin loans as the $1.5 million made by the Teamsters’ 

Union to Fruehauf Foundation to purchase corporate securities, have you 
considered the need for extending the scope of your margin regulations 
beyond banks and broker-dealers? 

Answer, The Board has from time to time considered the possibility of extend 
ing the margin regulations beyond banks and broker-dealers. The situation is 
one that must be watched. It is conceivable that conditions might arise making 
such additional regulation advisable. Up to the present time, however, the 
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Board has been inclined to believe, for reasons outlined in the answer to ques- 
tion 1, that the purposes of the margin provisions of the act can be adequately 
achieved without such additional regulation. 


4. During the testimony yesterday SEC representatives indicated the application 
of the margin regulation U depended upon whether a bank was acting on 
its account, in which event it applies, or as agent for another, in which event 
it does not apply. 

The regulation speaks of bank loans, without seeming to describe further 
the capacity in which the bank acts in making the loan. Can you clarify 
for the record the applicability of regulation U in this respect? 

Answer. See answer to question 5 below. 


5. If a United States bank, acting as correspondent for a foreign bank, makes 
a loan for the purpose of purchasing United States corporate stock, is the 
bank subject to the restrictions of regulation U? 

Answer to question 4 and question 5. Regulation U states, in effect, that no 
bank shall “make any loan” in violation of the terms of the regulation. The 
Board has not had oceasion to pass upon exactly what activity does or does not 
constitute the “making” of a loan. This would depend on the circumstances of 
a particular case. The Board has, however, expressed the opinion that the 
regulation applies to a loan made by a bank in its capacity as a trustee. By the 
same token, it is believed that the regulation should be considered to apply to 
a loan made by a bank in any other capacity, such as agent or correspondent. 


6. I understand three agencies of the Federal Government take part in collect- 
ing and publishing statistics related to foreign trading and holdings of 
United States corporate securities. One of these is the Board of Governors 
of the Federal Reserve. Can you describe from what sources your organ- 
ization gathers the statistics on this matter it publishes in the Federal 
Reserve Bulletin? 

Answer. The published statistics on foreign transactions in United States 
corporate securities are compiled from monthly reports on Foreign Exchange 
Form S 1/3, Purchases and Sales of Long-Term Securities by Foreigners, sub- 
mitted by all banking institutions, brokers, and dealers engaging in such trans- 
actions in the United States, excepting only those whose foreign transactions do 
not exceed an average of $100,000 per month. These reports are collected by 
the Federal Reserve banks as fiscal agents for the United States Treasury from 
the financial institutions in their respective districts. The Federal Reserve 
banks consolidate the figures for their districts and forward the consolidated 
figures to the Treasury and to the Board of Governors; the Treasury in turn 
prepares figures for the country as a whole. 

7. How are they evaluated for reliability? 

Answer. The Federal Reserve banks examine the reports filed in their districts, 
check them for the inclusion of transactions which have otherwise come to 
their notice, and question the reporting institutions on entries that appear un- 
usual as to size or nature. The staffs of the Treasury and of the Board of 
Governors examine the district reports and discuss them if necessary with the 
Federal Reserve banks before publication. 


8. Do they attribute securities dealings and bank deposits to the country of 
residence of the foreign national in whose name the securities are registered 
or the bank deposit is opened, even though that national may be acting as 
agent for an undisclosed principal who is a resident of a different nation? 

Answer. Security transactions are attributed to the country of domicile of 
the foreigner in whose name the purchase or sale is made; bank deposits are 
attributed to the country of domicile of the foreigner in whose name the deposit 
is opened. If a principal acting through an agent is not disclosed to the report- 
ing institution, the institution cannot attribute the transaction to the country 
of domicile of the principal. 


9. Is it therefore fair to say that the country to which the stock purchases and 
sales or bank deposits are attributed is not necessarily the country of the 
beneficial owner of such securities? 

Answer. Yes. 
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10. Take the hypothetical case of a Swiss bank that purchases United States 
corporate securities on the New York Stock Exchange through a United 
States broker and has the securities registered in the name of a United 
States nominee as record owner. Would such a transaction appear in the 
statistics of securities purchases by foreign nationals, and if so, in which 
table? 

Answer. A purchase by a Swiss bank of United States corporate securities 
would be reported by the broker as a purchase of such securities by Switzerland, 
even though the securities are subsequently registered in the name of a United 
States nominee. The name in which the securities are ultimately registered is 
immaterial to the reporting broker. The transaction would be included in tables 
8 and 4 on International Capital Transactions of the United States published in 
the Federal Reserve Bulletin under the headings Purchases and Sales by For- 
eigners or Long-Term Securities, by Types and Net Purchases by Foreigners 
of Long-Term United States Securities, by Countries (see, for example, Bulletin 
for May 1957, p. 591) and in the comparable tables in the capital-movements 
section of the Treasury Bulletin. However, if a United States nominee pur- 
chased securities without disclosing to the broker the interest of the Swiss bank, 
the broker could not record the transaction as made by a foreigner. 


11. Would your answer differ if the securities are paid for by a correspondent 
bank in the United States for the Swiss bank? 
Answer. No. 


12. Yet it is conceivable in such a case that the Swiss bank may be asking for 
a non-Swiss client, such as a United States citizen or a citizen of an Iron 
Curtain country, is it not? 

Answer. Yes. 


13. But your published statistics would reveal those cases in which a Swiss bank 
buys United States corporate securities in the United States and registers 
them in its own name, wouldn’t they? 

Answer. Our published statistics would reveal the total of net Swiss pur- 
chases of all long-term United States securities (corporate and Government) ; 
they do not give any information on the registration of the securities. 

14. Can you advise us whether the statistics you have gathered indicate an 
increase in the dollar value of Swiss trading in United States securities 
over the past few years? 

Answer. The statistics show an increase in the dollar value of Swiss trading 
in United States corporate stocks since 1954, no significant change in trading in 
United States corporate bonds, and sizable net purchases of United States Goy 
ernment bonds and notes only in 1956, as follows: 


Net Swiss purchases or sales (—) of long-term United States securities, 1953-57 


{In millions of dollars] 


| | U.S. Gov I ted Stat rj 
ernment 1 
Year | Total pre d 
notes 

} | @ 1; 7 
1953__. 57 f y ) 
1954 h 73 ; 55 21 
1955 7 rar ee 7 147 112 
1956 : 234 R7 118 20 
1957 67 { ' 


January-March 


15. Have you any idea how much of this increase is due to inflation of the dollar 
as compared with an increase in volume of trading? 

Answer. According to the most widely used indexes United States stock prices 
rose by about 80 percent, and the value of transactions on the New York Stock 
Exchange rose about 110 percent between 1953 and 1956. Since the value of 
Swiss net purchases of stocks rose about 220 percent in that period, the in- 
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crease seems to have been larger than could be explained merely by the rise in 
stock prices or the general rise in the value of transactions. 


16. Can your statistics be analyzed to reflect the total holdings of United States 
corporate securities by foreign nationals on a country-by-country basis? 

Answer. The statistics may be used in combination with benchmark data 
furnished by the Department of Commerce and estimates of changes in value 
due to price fluctuations, to give very rough estimates of foreign holdings of 
United States corporate stocks by foreign nationals on a country-by-country 
basis. We do not have similar information (other than transaction figures) 
to estimate the country distribution of holdings of United States corporate 
bonds. 


17. Do you see any way in which the collection of such statistics could be im- 
proved to show more clearly the actual ownership of United States cor- 
porate securities bought through the facilities of foreign nationals? 

Answer. No. Regulations imposing on foreign nationals residing abroad the 
duty of disclosing their principals could hardly be enforced without the volun- 
tary cooperation of those nations; such regulations would therefore probably 
fail to reveal many cases which might be of interest to the United States au- 
thorities but which the foreign nationals involved would not care to disclose, 

Moreover, any advantage accruing from such regulations may well be over- 

balanced by the added impediment to the international flow of capital, the pro- 

motion of which appears to be consistent with United States policy objectives. 

18. Can you see any way to improve the tracing of actual ownership of funds 
deposited in United States banks in the name of foreign nationals? 

Answer. No. (See answer to question 17.) 


Senator Busu. Apropos of the discussion yesterday, we have here 
an unclassified dispatch from Bern, Switzerland. This applies to the 
question of the margin requirement that was raised yesterday by 
Senator Capehart, I believe. It is from our own Embassy. It says 
this: 


The margin, that is, the percentage of an advance against the collateral of 
securities, is determined by the investment quality of the securities concerned. 
For example, the advance against collateral of bonds of the Swiss Confederation 
is 90 percent, whereas the advance against collateral of foreign shares may be 
only 25 percent. The two examples are extremes, according to an official of 
the Swiss Bankers’ Association. When questioned, using General Motors as an 
example, he estimated in that instance an advance of 50 or 60 percent would 
be made. 


(The following was inserted in the record with reference to the 

above :) 

UNITED STATES SENATE, 
COMMITTEE ON BANKING AND CURRENCY, 
SUBCOMMITTEE ON SECURITIES, 
March 21, 1957. 
Hon. C. DouGLas DILLon, 
Deputy Under Secretary of State for Bconomic Affairs, 
Department of State, 
Washington, D. C. 

Dear Mr. Secretary: The Senate Committee on Banking and Currency’s 
Subcommittee on Securities, of which I am chairman, is currently studying the 
difficulty of enforcing Federal securities laws when trading in United States 
corporate securities is handled through the facilities of foreign institutions. 
articular difficulty is encountered when a Swiss bank is involved, because of 
the present impracticality of obtaining from such banks any disclosure of the 
identity of their clients. 

I am anxious to learn whether this process of evading or avoiding Federal se- 
curities laws is likely to be used with greater frequency in the future, par- 
ticularly by United States citizens who would be more readily subjected to 
United States judicial civil and criminal sanctions in the absence of introduc- 
tion of a foreign institution in the trading process. The likelihood of growth 
in this procedure depends in part upon the extra financial cost it entails for a 
citizen of the United States. 
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To obtain an idea of the magnitude of the cost differential in terms of United 
States dollars, I would appreciate such information as you now have or can 
obtain within a 2-week period on the following matters: 

1. To what extra cost is a United States citizen subjected if he purchases for 
cash or sells United States corporate securities through the facilities of a Swiss 
bank, as compared to the cost he would incur were such a transaction handled 
entirely through United States facilities within the United States? 

2. What extra cost is involved if such transactions are handled on margin, 
assuming no more than 30 percent of the current market value of the securities 
purchased in one transaction can represent credit extended to the purchaser? 

3. What extra cost is involved if a United States citizen borrows funds from a 
Swiss bank for the purpose of purchasing or carrying United States corporate 
securities without regard to United States Federal margin restrictions? 

4. As a matter of law and business practice, what determines the percentage 
of value of a security a Swiss bank can or will lend for the purpose of purchas- 
ing or carrying such securities, when the securities themselves are to be pledged 
as collateral for the loan? 

5. (a) By comparison, what costs in terms of United States dollars, using 
current foreign exchange rates, would a United States citizen incur if he pur- 
chases United States corporate securities on a Swiss securities exchange? 

(0) What additional charges would he incur and what procedures would be 
followed to transfer record ownership of such securities to the purchaser or his 
nominee? 

6. As a matter of business practice, what criteria do Swiss banks use in de- 
termining which United States citizens to accept as clients (a) for the purpose 
of facilitating their client’s trading by means of the bank in United States 
corporate securities, or (b) for the purpose of keeping either United States dollar 
accounts or Swiss francs on deposit with the bank? 

I might point out this request does not require disclosure of the details of any 
particular transaction of the types discussed. I am seeking a range of extra 
cost in terms of United States dollars, with indication, where available, of the 
average extra cost. 

I particularly desire that the extra cost encompass all applicable charges, 
whether in the form of commissions, fees, service charges, interest, or other forms 
of cost to the United States citizen participating in arrangements of the nature 
described above. 

It would be helpful if these statistics are accompanied by a hypothetical exam- 
ple of the procedures followed in the use of Swiss bank facilities for trading 
in United States securities, in order to illustrate at what point the costs enter 
the trading picture. 

Because hearings on this general matter are now underway, I would appreciate 
receiving an answer to each of the questions propounded as soon as each such 
answer is prepared. 

Sincerely yours, 
FRANK J. LAUSCHE. 


DEPARTMENT OF STATE, 
Washington, D. C., March 28, 1957. 
The Honorable Frank J. LAUSCHE, 
United States Senate. 

DeAR SENATOR LAUSCHE: I have your letter of March 21 requesting detailed 
information regarding the extra financial costs entailed for American citizens 
in purchasing securities through banks in Switzerland. Since we do not have 
this information available here we have referred your request to the Embassy 
in Bern, which we are confident can obtain the information quite readily. As 
soon as a reply is received we shall promptly transmit it to you. 

Since you are seeking comparative information regarding the costs of purchas- 
ing American securities through Switzerland and directly in the United States 
market, you may wish to consider requesting the Securities and Exchange Com- 
mission or some other appropriate agency to provide this information with re- 
spect to strictly domestic securities transactions. Although this Department 
could presumably acquire this information, it is not in a field which is familiar 
to us and I suspect would be readily available in such an agency as the Securities 
and Exchange Commission. 

Sincerely yours, 
DouGLAS DILLON, 
Deputy Under Secretary for Economic Affairs. 
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UNITED STATES SENATE 
COM MITTEE ON BANKING AND CURRENCY, 
SUBCOMMITTEE ON SECURITIES, 
April 6, 1957. 
Hon. J. SINCLAIR ARMSTRONG, 
Chairman, Securities and Exchange Commission, 
Washington, D.C. 

DEAR Mr. CHAIRMAN: I would like to learn the elements and magnitude of 
extra costs incurred by a United States citizen in purchasing corporate securities 
traded in the United States by use of the facilities of Swiss institutions, as 
compared with the cost of trading in such securities by use of United States 
institutions. 

I am enclosing a copy of my March 21 letter to Under Secretary of State Dillon 
on this matter, together with a copy of his March 28 reply. 

You will note the suggestion that your Commission outline the elements and 
magnitude of trading in such securities by a United States citizen using only the 
facilities of institutions within the United States. 

It would seem appropriate to me for your Commission to maintain liaison 
with Under Secretary Dillon on this matter so that the resulting information 
will make possible a determination of the extra cost incurred by a United States 
citizen who conducts trading through Swiss, rather than United States institu- 
tions. It appears to me that this will require data on comparative costs, in 
terms of dollars, of obtaining credit from Swiss institutions and from United 
States institutions, as well as data on the usual items of cost of trading in 
corporate securities on a cash basis. 

I am hopeful that this information will be of value in determining what 
financial deterrent exists to conducting this trading through Swiss, as distin- 
guished from United States, trading and financial facilities. 

Sincerely, 
FRANK J. LAUSCHE. 


DEPARTMENT OF STATE, 
Washington, D. C., May 1, 1957. 
Hon. FRANK J. LAUSCHE, 
United States Senate. 

DEAR SENATOR LAUSCHE: Further reference is made to your letter of March 
21 to the Deputy Under Secretary for Economie Affairs, Mr. Douglas Dillon, 
concerning the cost of purchasing American securities through Swiss banking 
institutions. As Mr. Dillon indicated in his letter to you of March 28, your 
inquiry was referred to the Embassy in Bern. The Department has now re- 
ceived the report of the Embassy in Bern and a copy is attached for your infor- 
mation and use. A copy has also been made available to the Securities and 
Exchange Commission. 

Should the Committee on Banking and Currency, or its staff, desire any addi- 
tional information, please don’t hesitate to get in touch with me. 

Sincerely yours, 
Rosert C. HIL1, 
Assistant Secretary. 


FOREIGN SERVICE Disparcu No. 736 
APRIL 12, 1957. 
Priority: Air pouch. 
Security classification: Unclassified. 
From: American Embassy, Bern. 
To: The Department of State, Washington. 
Reference: Department’s A-131, March 29, 1957. 


INFORMATION REGARDING TILE PURCHASE OF FOREIGN SECURITIES THROUGH 
THE INTERMEDIARY OF SWISS BANKS 


Upon receipt of the Department’s instruction cited above, the Embassy dis- 
cussed the request for information regarding American securities purchased 
through Swiss banks with the Swiss Bankers’ Association in Basle. The 
Bankers’ Association appeared very willing to cooperate in the matter and 
stated that it would be made a matter of urgency to obtain the answers to the 
questions posed by Senator Frank J. Lausche, chairman of the Senate Com- 
mittee on Banking and Currency’s Subcommittee on Securities. The answers 
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were obtained today and are listed below seriatim following the copy of Sen- 
ator Lausche’s letter attached to the Department’s instruction on the sub- 
ject. There are two enclosures to which reference should be made in the case 
of some of the answers. 

1. “For securities transactions on foreign stock exchanges all clients of Swiss 
banks have to pay the commission and fees of the foreign broker or bank, as 
well as the brokerage of the Swiss bank, according to the Swiss brokerage 
agreement, plus any cable expenses.” 

Attached please find an extract from the said agreement giving you the scale 
of brokerage (enclosure No. 1). 

2. “Apart from interest and commission on the money advanced, there are 
no extra costs if such securities transactions are handled on margin.” (See 
answer to question 3.) 

3. “The rates of debit interest vary according to the banking place. The 
rate is at present about 4 percent per annum, as a rule, together with a com- 
mission of one-eighth to one-fourth percent per quarter.” (It is believed that the 
term “banking place” used in the answer refers to a possible difference in the rate 
of interest in various cities rather than banks in the same city. As a rule, the 
interest rate would be the same in one city at any given time as a result of 
informal agreement and other factors.) 

4. “The margin, i. e., the percentage of an advance against the collateral of 
securities is determined by the investment quality of the securities concerned. 
For example, the advance against collateral of bonds of the Swiss Confederation 
is 90 percent, whereas the advance against collateral of foreign shares may be 
only 25 percent.” (The two examples are extremes according to an official of 
the Swiss Bankers’ Association. When questioned, using General Motors as an 
example, he estimated that in that instance an advance of 50 or 60 percent would 
be made. ) 

5a. “Attached, please find a scale of commissions for the purchase and sale of 
United States corporate securities dealt in on the Swiss stock exchanges (en- 
closure No. 2).” 

5b. “If the shares have to be transferred into the name of the purchaser or 
his nominee, the American correspondent of the Swiss bank would be asked to 
charge all the ordinary American transfer taxes.” 

6. “This question cannot be answered in a general way, as the acceptance of a 
client is subject to examination in each particular case.” (The Swiss Bankers’ 
Association official stated that he had discussed this question with several 
bankers and been informed that there are no general rules that can be set forth 
as being determining in whether United States citizens are accepted as clients 
for various transactions. The banks all reported that each case depended upon 
an evaluation of all the circumstances pertaining to the particular request 
and the client. Generally speaking, if the client appeared to be reputable and 
the transaction he desired to have the bank handle for him appeared to be above 
suspicion he would be accepted.) 

In enclosure No, 2 it will be noted that item 2 refers to brokers’ fees covering 
various classes of miscellaneous securities for which the relevant data were not 
completely furnished by the bankers’ association. The reference made is to the 
Swiss brokerage convention and if further data are desired on, for example, the 
types of bonds, ete. under class 1d and le, it is believed that the fastest method 
of obtaining this information would be to telephone the New York office of either 
the Credit Suisse or the Swiss Banking Corporation. The Embassy will also 
endeavor to obtain the complete convention and forward a copy. 

E. ALLEN FIDEL, 
First Secretary of Embassy, Chief, Economie Section 
(For the Ambassador). 


BROKERS’ FEES OF THE ASSOCIATION OF SWISS STOCK EXCHANGES FOR THE EXECUTION 
OF ORDERS WITH FOREIGN STOCK EXCHANGES 


In addition to fees and commissions paid by the broker for the execution of 
orders on foreign stock exchanges he adds the following fees for his intermediary 
services : 
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(1) For the United States and Canada: 


(a) Stock 


Eqnvivalent 


Franes in United 
States dol- 
lars 

Up to less than $0.25 (1) (1) 
From $0.25 up to less than $0.75 0. 025 0. 006 
From $9.75 up to less than $1.50 . 05 . 01166 
From $1.50 up t» less than $3 .10 . 0233 
From $3 up to less than $5 15 . 035 
From $5 up to less than $7 20 . 0466 
From $7 up to less than $10 3n 07 
From $19 up to less than $15 ; . 49 . 004 
From $15 up to less than $25 . 50 . 1166 
From $25 up to less than $40 . 69 .14 
From $49 up to less than $50 75 . 175 
From $50 up to less than $60 ; 1. 35 . 315 
From $69 up t» less than $70 1. 40 . 327 
From $79 up to less than $89 1.45 . 34 
From $8) up to less than $90 1. 50 . 85 
From $99 up to less than $100 1. 55 . 362 
From $190 up to less than $110 1. 60 . 373 
From $110 up to less than $120 1. 65 . 385 
From $120 up to less than $130 1.70 . 396 
From $139 up to less than $149 1.75 41 
From $149 up to less than $150 1. 80 - 42 
From $150 up to less than $169 1. 85 . 434 
From $169 up to less than $170 1. 90 - 445 
From $170 up to less than $189 1. 95 . 454 
From $189 up to less than $199 2. 00 . 466 
From $190 up to less than $200 2. 05 - 48 
From $200 up to less than $210 2. 10 .49 
From $210 up to less than $220 22.15 . 50 


1 At diseretion. 

2 Maximum. 

For odd-lots transactions (only New York Stock Exchange) a supplement of 
25 percent is added to the above fee rates. Odd-lots transactions concern orders 
involving less than 100 shares, 


United States Treasury bonds: 
(b) Bonds 


One-sixteenth percent with a duration up to 6 months. 
One-eighth percent with a duration of over 6 months. 
Other bonds : One-fourth percent of the amount concerned. 

(2) For foreign bonds, rents (Ger “Renten’’) and mortgage bonds the broker’s 
minimum fee is increased to three-eights percent in classes la, 1b, and le. Tariff 
classes 1d and le remain unchanged at 0.65 per thousand and 0.325 per thousand 
respectively of the nominal value.’ 

(3) For stock, certificates of cooperatives, dividend-right certificates, and other 
rights as well as premium bonds and premium lots with interest: 

(a) At a quoted value of over SW fr 350 per security=% percent of the quoted 
value. 


1This division into classes concerns only the kind of calculation, depending on whether 
the quoted value, including interests, is above or below par. 
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(b) 


Equivalent 





Francs in United 
States 
doll irs 
Up to less than Sw fr 1 (4) (4) 
Sw fr 1 up to Sw fr 4, inclusive 0.10 0. 0233 
Over Sw fr 5 up to Sw fr 10, inclusive 15 035 
Over Sw fr 10 up to Sw fr 15, inclusive . 25 0583 
Over Sw fr 15 un to Sw fr 25, inclusive_- . 30 .07 
Over Sw fr 25 up to Sw fr 50, inclusive .35 OR 16 
Over Sw fr 50 up to Sw fr 100, inclusive 60 14 
Over Sw fr 100 up to Sw fr 250, inclusive 1. 00 . 2380 
Over Sw fr 250 up to Sw fr 350, inclusive 1, 25 292 


1 At discretion. 


(c) For securities not paid in fully, the full quoted value is taken into con- 
sideration for the calculation of the broker’s fees as per the scale above. 

(4) Minimum broker’s fee per coupon (Sw fr “bordereau”) with regard to 
securities : 


Up to less than Sw fr 5__---- es eee aia At discretion. 
From Sw fr 5 up to less than Sw fr 20_______~- Sw fr 1. 
From Sw fr 20 and above__- eh ieee ae: Sw fr 2.50. 


(Minimum Sw fr 2.50 from Sw fr 666.67 and less. ) 


SECURITIES AND EXCHANGE COMMISSION, 
Washington, D. C., May 16, 1957. 
Hon. Frank J. LAUSCHE, 
Committee on Banking and Currency, 
United States Senate, Washington, D.C. 

DEAR SENATOR LAUSCHE: This is with reference to your letter of April 6 to me 
and your letter of March 21 to the Honorable C. Douglas Dillon, Deputy Under 
Secretary of State, with regard to comparative costs which would be incurred by) 


United States citizens in purchasing and selling securities traded in the United 


States, either directly by the use of United States institutions or by using the 
facilities of Swiss institutions. 

In your letter of April 6 you suggest that we collect information with respect 
to the costs involved in securities trading in the United States in the ordinary 
way and that the State Department collect information regarding such cost 
where the trading is done through Swiss institutions, and that this Commission 
and the State Department maintain liaison for the purpose of putting this data 
together to provide information with respect to the comparative costs, 

Upon receipt of your letter we proceeded to assemble information with respe 
to costs to an investor of transactions executed in the United States in the 
ordinary way upon stock exchanges. As you undoubtedly realize, these costs 
vary rather materially, depending upon the nature of the securities purchased 
their price per unit, and the number of units purchased. It accordingly a 
to us that, in order to provide a simple and meaningful comparison, t 
which we collected and the data which the State Department collected should 
relate to comparable transactions. 

About the time we completed our initial computations we received from the 
State Department a copy of dispatch No. 736 from the American Embassy in 
Bern, which contained certain tabulations of fees and commissions for various 
transactions furnished to the Embassy by the Swiss Bankers Association. This 
dispatch and our information was then discussed by our staff with members 
of the staff of the State Department. 

As Mr. Loomis of our staff indicated yesterday to Mr. McKenna of the staff 
of your subcommittee, there were certain ambiguities in the information fur 
nished to the Embassy which should be cleared up before we can prepare a final 
statement of comparative costs, and we understand that the State Department 
has communicated with the Embassy in Bern for the purpose of obtaining 
the necessary information. 

Mr. McKenna indicated to Mr. Loomis that you are anxious to obtain as much 
information as is available at this time. I accordingly attach hereto a memo- 
randum prepared by our Division of Trading and Exchanges which explains 


ppeared 
hie 


> data 
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the various elements of cost involved in securities transactions in this country, 
and sets forth the cost of an average transaction on the New York Stock Ex- 
change, both for cash and on margin. I also attach a schedule showing com- 
mission rates on the New York Stock Exchange and the American Stock Exchange 
on corporate shares, 

As soon as the necessary information is received from the Embassy in Bern, 
the State Department and ourselves will proceed with the preparation of a final 
comparative analysis for your use. 

Sincerely yours, 
J. SINCLAIR ARMSTRONG, Chairman. 


MEMORANDUM PREPARED BY THE DIVISION OF TRADING AND EXCHANGES OF THE 
SECURITIES AND EXCHANGE COMMISSION IN RESPONSE TO THE REQUEST BY 
SENATOR FRANK J. LAUSCHE THAT THE COMMISSION “OUTLINE THE ELEMENTS 
AND MAGNITUDE OF (Costs OF) TRADING IN SECURITIES BY A UNITED STATES 
CITIZEN USING ONLY THE FACILITIES OF INSTITUTIONS WITHIN THE UNITED 
STATES” (SENATOR LAUSCHE’S LETTER OF APRIL 6, 1957) 


The elements and magnitude of costs of securities transactions in the United 
States vary according to the types and prices of the securities as well as the 
market in which the transaction is effected. 

Transactions on exchanges are executed for the most part on an agency basis. 
Commission rates for transactions in bonds differ from the rates for stocks and 
in either case the rates vary riggs to the value of the transaction. re 
mission rates for stocks on the New York Stock Exchange, for example, rang 
from a minimum of $6 for a transaction involving 100 shares at $1 to a ms ‘ximum 
charge of $50 for a transaction involving 100 shares at $150 and above. 

Nonexchange transactions, referred to usually as over-the-counter trades, are 
done mostly on a principal basis, i. e., where the transaction is effected directly 
between the customer and a dealer. Technically the transaction is on a net 
basis without the addition of charges corresponding to brokerage. In such 
transactions, the spread between the price at which the dealer will buy a 
security and the price at which he will sell the security represents the dealer’s 
gross profit or Charges and correspond roughly to the combined total of the 
difference between the bid and asked prices on the exchange and the commis- 
sions charged by the broker. Generally the over-the-counter spreads are larger 


than this combined total on exchanges. As in exchange commission rates, 
however, the spreads in the over-the-counter market vary according to the 
types and prices of securities. In transactions in Government or high-grade 
corporate bonds, the spread is measured in fractions of a percent, while spreads 
in inactive or high-priced stocks are relatively large, often amounting to 5 
percent or more of the ue of the transaction. 


Other costs involved in a transaction include Federal and State transfer taxes, 
fees imposed on exchanges by the Securities Exchange Act of 1934 and, in 
certain special cases (American depositary receipts for foreign securities and 
some mining issues), fees charged by registrars and transfer agents. In all 
ordinary types of transactions, the last-named fees are absorbed by the issuer. 
Some issuers perform part or all of these services themselves, although it is 
customary, and some exchanges require, that the issuer employ separate and 
independent agents (usually a bank or trust company) to perform these services, 
The fees or expense attached to such services are not to be confused with 
Federal or State transfer fees which are imposed on the transfer of securities 
whether or not an actual sale in the ordinary sense is involved. Details in 
connection with the transfer of Ownership in most cases are handled by the 
customer’s broker. However, the transfer may be accomplished by the customer 
simply by forw: irding the security together with coo a ions to the transfer agent, 
who, as mentioned, customarily is a bank in New York or other major financial 
center. 

Federal taxes on the sale or transfer of stocks vary according to the par 
value of shares and are on a lower seale for stocks selling under $20 per share 
than for those selling at or over $20 a share. The Federal tax ranges from 5 
cents on the sale or transfer of 100 shares of $1 par-value stock valued at less 
than $20 per share to a maximum of $6 on the sale or transfer of 100 shares of 
$100 par stock at $20 or more per share. No-par stock is taxed at the same rate 
as $100 par stock. 

Not all States impose transfer taxes. Thus, no State taxes are involved in 
transactions effected on the Boston Stock Exchange or in such financial centers 
as Chicago and San Francisco; but in New York State, where the bulk of all 
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securities transactions either occur or where the transfer of ownership is re- 
corded, the tax is comparable to the Federal tax. The New York State tax 
varies from 1 cent per share on stocks selling for less than $5 per share to 4 cents 
per share for stocks selling at $20 or more. The rate on transfers not involving 
a sale is 2 cents per share. 

The so-called SEC fee is nominal, and applies only to sales on registered ex- 
changes. This fee, as prescribed by section 31 of the Securities Exchange Act 
of 1934, is one five-hundredths of 1 percent of the dollar amount of the sales of 
securities transacted on national securities exchanges and, by custom, is passed 
on by the exchanges and exchange members to the customer. 

Certain incidental charges which may be involve din a securities transaction, 
such as postage, usually are absorbed by the broker. However, the New York 
Stock Exchange, by rule, forbids its members from absorbing postage charges 
if they exceed $1. 

In view of the many variations in costs, it is considered desirable for the 
purposes of this memorandum to select a single typical or most illustrative 
example to show the costs on a domestic transaction. 

The example selected is that of a purchase and a sale on the New York Stock 
Exchange by a public customer (nonmember of an exchange) of 100 shares of 
no-par-value common stock at $50 per share. A stock without par value was 
selected since this and $100 par-value shares invoke the maximum rates of 
Federal and State transfer taxes. The price of $50 represents the average share 
value of all stocks listed on the New York Stock Exchange as of December 31, 
1956. 

The interest on the debit balance shown in the margin transaction represents 
the rate currently charged by brokers who are members of the New York Stock 
Exchange on a debit balance of this proportion. While these rates are based 
on the daily rates for call money, they also vary according to the size of the 
account as well as between brokers. The interest shown in the example was 
ealculated on the basis of the indicated annual rate for the 30-day period the 
debit balance was assumed to have been carried. 

Regulation T, issued by the Federal Reserve Board pursuant to the Securities 
Exchange Act of 1934, currently prescribes that the maximum credit which may 
be extended by brokers on a margin transaction shall be 30 percent of its current 
market value. Commission charges are included in the aggregate cost of the 
security when calculating the margin requirement. 

The example shows the costs involved in a purchase and sale on a cash basis 
as well as the costs involved in a similar transaction on a margin basis in 
which the maximum credit as defined above is extended to the customer by the 
broker. 

Total costs in the example are shown for 100 shares because commission rates, 
which comprise the major part of the costs are based on such unit of trading. 
Other charges except Federal taxes, are on a per Share or value basis and since 
a no-par stock has been used in the example, the Federal tax in this case also 
is on a per share basis. Thus, for the average-priced stock shown, total costs 
on transactions involving multiples of 100 shares, e. g. 200, 500, 1,000, ete., may 
be obtained by multiplying the totals shown in the example by 2, 5, 10, ete. 

Commission rates bear an inverse ratio to the price of stocks so that for lower 
than average-priced stocks the relative costs would be higher, while the reverse 
would be true for higher than average-priced stocks. Relative costs would 
range from approximately 5 percent for a $5 stock to 1 percent for a $100 stock. 
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Costs of purchasing and selling 100 shares of no-par stock on the New York Stock 
Rech ange at $50 per share 





Charges For cash yn margin 
Commission on purchase -. $40. 00 $40. 00 
Commission on sale 40). OF 40. 00 
Federal transfer tax on sale : 6.00 6. 00 
New York State transfer tax on sale 4 00 4.00 
SEC fee on sal 10 10 
Registrar and transfer agent fe 
Interest at 5 percent per annum for 1 month on debit balance of $1,512 6. 30 
Total costs 90. 10 06. 40 
Percent of initial investment of $5,000 1. 80 1. 93 
rotal costs for transactiotr volving multiples of 100 shares, ¢ . 200, 500, 1,000, ete., may be obtained 
by multiplying the totals shown by 2, 5, 19, ete. 

2 No additional charges are incurred by the purchaser in the transfer of the ownership of the security to 
his own name or to the name of his nomine As indie Lin the text above, fees charged by registrar and 
ransfer agents are borne, except in cert spec il eases, by the suing company. Such fees or ‘xpenses are 
not to be confused however with Federal or State transfer fees—which are levied on the transfer of owner- 
ship even though no sale, in the ordinary sense, may be involved. 


Vew York Stock Eachange commission rates applicable to round-lot purchases 


1 


and sales 


Price per share Minimum commission rate per 100 shares 
From $1 through $20 $5 plus price per share. 
From $20 through $50 $15 plus '% price per share 
From $50 through $150 $35 plus Mo price per share, 
At $150 or more $50. 
Odd lot | t | 


The following schedule applies these rates at various prices. 


Schedule Minimum commission charge s applicable to round lots 
Commission | Commission 
charges p charges per 

. “ePit : : ‘ : : 
Price per share: 00 shares | Price per share—Continued 100 shares 
$5 $10. 00 $50 .-. $40. 00 


SLO 5. 00 $75 Pirmsd ate: ae 42. 50 
S15 20. OO S90 7 Bad 14. 00 


I 
) 
$25 27. 50 | SLOO 15. 00 
»9 
4 


2.501 $150 and above EA 50. 00 


tierican Stock Eaechange commission rates 


Price per share Minimum commission rate per 00 shares 
$1 through $10 Shown in schedule below. 
Over $10 and under $142 $14.50 plus 4 of 1 percent of the 


total anount involved in the 
transac ion, 


$142 and above : $50. 


The following schedule applies these rate at various prices, 


Schedule 


( ' ( amis 1 
} x me 
irges per pe 
Price per share: 00 shares | Price per share—Continued 100 shares 
$1 and under S82 $7. 00 | S15 $18. 25 
$2 and under $3 8. 00 $25 : 20. 75 
$3 and under $4 9. 00 S35 23. 20 
$4 and under S5 10. 00 S50 27. 00 


$5 and under S6 11. 50 S75 95 
$6 and under $7 12. 50 S90 ; 00 
$7 and under $8 13. 50 $100 39. 50 
$8 and under $9 15. 90] S141 Serer 19. 75 
$9 and under $10 16. 00 | $142 and above_ - 50. 00 
S10 17. 00! 
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Senator Bennerr. In other words, they are free to set. their own. 

Senator Busu. They say, “This is ‘worth so much.” If it is really 
good, maybe Swiss Government bonds, they might lend 98 percent 
on it. 

The point for the record is that they don’t have regulation by the 
Federal Reserve System such as we have, and don’t have that close 
regulation of margin requirements there, and it doesn’t apply to their 
banks so they have the freedom to lend on value as they wish to. 

Have you any other questions, Senator? 

Senator Bennett. No. 

Senator Busu. Thank you, Mr. Balderston. 

Is Mr. Harold Moss here ? 

Mr. Moss. Yes. 

Senator Busu. All right, Mr. Moss. 


STATEMENT OF HAROLD MOSS, DIRECTOR, DIVISION OF INTER- 
NATIONAL OPERATIONS, INTERNAL REVENUE SERVICE 


Senator Buss. Will you kindly state your name and proceed in 
your owl Way. 

Mr. Moss. I am Harold Moss of the Internal Revenue Service. 

Senator Busu. Do you wish to read this statement / 

Mr. Moss. If you wish, sir; any way. 

Senator Busu. What does this deal with in particular? What is 
the subject in particular? 

Mr. Moss. We were requested, sir, I believe, to make a factual pres- 
entation of the tax problems which are encountered in connection with 
the secrecy laws of foreign governments in connection with the en- 
forcement of the income-tax laws of the United States. 

Senator Busn. Would you like to have the whole statement read or 
put in the record and let him summarize it ? 

Senator Bennett. I would like to have it summarized, and I will 
take it with me and read it. I would prefer to listen to a brief sum- 
mary and have an opportunity to read it later. 

Senator Busn. Have you any objection to proceeding that way, Mr. 
Moss ? 

Mr. Moss. No, sir; I do not, except from this one standpoint. It 
is a pretty complicated subject and we have tried to present it in 
simple terms so it unfolds itself step by step. 

Senator Busu. We did ask you to make a careful study of it, and 
in view of your statement we would like to have you read it. 

Mr. Moss. All right, sir. 

Senator Busn. Isthat all right ? 

Senator Bennert. Perfectly all right. 

Mr. Moss. The Treasury Department has been asked to furnish 
information which would indicate whether transactions in securities 
of domestic corporations which are handled through financial institu- 
tions in foreign countries create problems for the Internal Revenue 
Service in the determination and collection of the revenue. At the 
outset, I would like to make clear that so long as our tax laws seek 
to impose tax liabilities on a worldwide basis, there are bound to be 
administrative problems. Difficulties of enforcement, particularly 
with respect to obtaining information from persons loc ated abroad, 
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are implicit in such a system. This problem has existed since the 
inception of our present tax system. 

A certain amount of the investment activities in the United States 
are carried on by both United States and foreign investors through 
the medium of financial institutions located in foreign countries. In 
such cases, the foreign financial institution, which acts for large num- 
bers of clients, is usually the only name reflected in the records of the 
United States brokers, financial institutions, or stock transfer agents. 
Such nominees, the foreign financial institutions, in some countries 
are prohibited by their laws from making disclosures as to actual 
ownership even to their own tax authorities. 

The United States Internal Revenue Code provides for the im- 
position of an income tax on all types of income, and where the 
income is derived from property, such as securities, the basic test for 
determining who is to bear the tax is that of ownership. Under our 
system of progressive tax rates, the concealing of the true owner may 
preclude the determination of the correct tax liability. 

Taxable income derived from security transactions consists gen- 
erally of dividends, interest, and aaine from the sale or exchange of 

capit: al assets, including securities. The mode of collection of the tax 

on income paid to the foreign nominee, who is treated as the taxpayer 
owner in the absence of information to the contrary, is through the 
withholding of tax at the source by domestic payers under chapter 3 
of the Internal Revenue Code. The amount withheld is at the flat 
rate of 50 percent on gross dividends and interest income. Pursuant 
to treaties with some countries, this rate has been reduced to 15 per- 
cent or less on a reciprocal basis. 

Senator Busu. If I understand that correctly, that would apply to 
a foreign national, not to an American national in France or some 
place. 

Mr. Moss. That is correct, sir, if it is known that the recipient is a 
United States citizen. However, unless the recipient identifies him- 
self as a United States citizen the withholding would be the same as 
for foreign nationals. 

Senator Busu. We simply withhold right here on the foreign 
national ? 

Mr. Moss. That is right. 

Senator Busn. All right. 

Mr. Moss. Under terms of the income tax treaties, nominees in the 
treaty countries who receive income for beneficial owners located or 
residing in nontreaty countries who are not entitled to the reduced 
rate are required to withhold the additional amount of the tax due, in 
most cases, 15 percent. The additional tax withheld is remitted to 
the Internal Revenue Service in this country. 

Up to this point, the tax collection problems in countries which have 
laws prohibiting disclosure are quite parallel with the problems in 
the countries which have no such restrictive laws. The treaty coun- 
tries which do not have the restrictive laws either furnish to the In- 
ternal Revenue Service, or make available to it, the names of the bene- 
ficial owners of the securities on which the income was paid. The 
countries which have the restrictive disclosure laws, on the other hand, 
do not make the names available to the Internal Revenue Service, and 
for that reason the United States is unable generally to identify the 
actual recipients of such income. 
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In the absence of information as to the beneficial owner of the se 
curities, there is no assurance that the taxes due on income flowing 
from these investments in the United States has been, or will be, satis- 
fied, irrespective of whether such income goes to a financial institution 
in a country which has laws prohibiting cae or to some other 
country. If capital gain income is realized, it may or may not be 
subject to the United ‘States income t: ix, de stig upon the identity 
of the beneficial owner of the securities. All capital gains are taxable 
when realized by United States citizens, domestic corporations, and 
resident aliens. Generally, on the other hand, only capital gains from 
sources within the United States are taxable to foreign corporations 
or nonresident aliens, and then only if they are engaged in business 
in the United States. 

Moreover, if the income received by a nonresident alien is invest- 
ment income—that is, dividend and interest income—an additional tax 
is due if the alien is not resident in a treaty country and if the invest- 
ment income is over $15,400. 

I might say the $15,400 is the breaking point between 30 percent 
and a higher rate; that is, at $15,400 the effective tax rate is 30 percent. 

Further, upon the death of the beneficial owner, estate tax due the 
United States may remain undisclosed and unsatisfied if the securities 
are in the name of the nominee and the identity of the beneficial 
owner is not disclosed. 

Over the past several years, the amount of taxes withheld and the 
amount of income paid to foreign addressees are shown to be increas- 
ing by the following summary—and the table there indicates that the 
income paid has increased from about $297 million a year for 1951, 
to about $414 million for 1955, on which additional tax at the rate of 
15 percent was withheld. 

Senator Busn. The table will be included in the record at this point, 
without objection. 

(The table referred to follows :) 


Total tax withheld from and income paid taxpayers with foreign addresses 


Year Pax with- Income paid I 
held 
1951 $53, 476,905 | $297, 134, 736 100) 
1952 51, 993, 917 316, 902, 961 LO 
1953 4 ¥ 55, 400, 504 348, 852, 760 117 
1954 state a a tenth ne . 57, 541, 588 353, 682, 919 11u 
RS pinigeasdiebaim eae email a si i; . 67, 964, 750 414, 042, 749 139 


Mr. Moss. A basic problem facing the Service in the international 
area, as in all other tax-enforcement areas, is to devise effective meth 
ods for obtaining accurate information as to the taxpayer and the 
amount of his income. As indicated above, this problem is neces- 
sarily more pronounced where the pertinent information is outside the 
United States. It is not limited to those countries which have restric 
tive disclosure laws, but is worldwide, and involves all classes of tax 
payers, including United States citizens. Many of these United 
States citizens are liable for substantial taxes, and many are exempt 
by reason of section 911 (a) of the Internal Revenue Code which 
exempts earned income, such as salaries, wages, fees, and so forth, pro 
vided the citizen satisfies certain residence requirements. 
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Senator Bennerr. Do you mean certain foreign residence require- 
ments ¢ 

Mr. Moss. Yes, sir, certain foreign residence requirements. 

Only a small percentage of the nonresident citizens, however, file 
United States income tax returns, and as a result the Internal Revenue 
Service has no ready means of determining whether citizens abroad 
have rendered the required accounting and paid the proper taxes due 
to the United States. 

Senator Busu. Just on that last point, before you leave—— 

Mr. Moss. Yes, sir. 

Senator Busu. Have you any reason to believe there is any extended 
amount of evasion of taxes due to nonresidents not disclosing their 
liability ? 

Mr. Moss. Let me put it like this: we believe that the level of volun- 
tary compliance with the tax laws by citizens is higher in this country 
than it is overseas. 

Senator Busn. Yes. 

Mr. Moss. And we have made—— 

Senator Busn. If a citizen is abroad for a few years, an American 
citizen is abroad, and then comes back here and files his income tax 
return, is not the Department apt to pick that up and wonder where 
those other returns are that they did not get ? 

Mr. Moss. In some specific cases the answer would be “Yes,” but 
when you consider the magnitude of the problem—our 64 districts- 
if a man, say, goes abroad from California, he is abroad 10 years, and 
he comes back to Florida, the fact that the Service has such a limited 
audit capacity compared with the problem or the job to be done—well, 
we just do not have time to get into many of those problems that we 
really should be getting into. 

Senator Busu. I would say, nevertheless, that aside from the moral 
aspects of the question which are obvious, it would be quite a perilous 
thing to avoid paying your income tax because you lived abroad for a 
few years if you intended to come back to the United States. Would 
you not think so? It ought to be. 

Mr. Moss. Yes, sir. 

Senator Bennetr. I think the peril increases in direct percentage or 
direct relationship to the publicity that attends your method of earn- 
ing a living. A movie star or a pugilist, a person of that type, is 
marked. But I imagine there are many people who have no obvious 
public connections who can go abroad working for salaries and make 
this shift and return and it would be pretty hard to find them. 

Senator Busy. All right, would you finish. 

Mr. Moss. As a part of the long-range program to bring about a 
correction of this condition, three major steps have been taken. One 
was the inclusion of the exchange of information provisions in the 
various tax treaties. The second step was the recent establishment of 
the International Operations Division of the Internal Revenue Service, 
with headquarters in Washington, and the centralization in that Di- 
vision of primary responsibility for the Service’s operations abroad. 
That Division now has representatives stationed in France, Germany, 
Canada, and the Philippines. 

The third significant step taken was the Treasury's request last 
year to the Congress for legislation which would make applicable to 
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citizens abroad the same filing requirements that are now applicable 
to residents of the United States. Such legislation would not change 
the nonresident citizen’s tax liability, but would require him to render 
an accounting taxwise by filing annual returns the same as all other 
citizens. This legislation i is now under consideration by the Committee 
on Ways and Means. 

Senator Busu. Any questions, Senator ¢ 

Senator Bennerr. No questions. 

Senator Busu. May I ask this question, then ? 

Mr. Moss. Surely, sir. 

Senator Busn. Do I understand that when a Swiss resident trans- 
fers dividends received from United States corporations to a non- 
Swiss resident, it transmits an added 15 percent of the dividend to the 
United States Treasury ¢ 

Mr. Moss. That is correct, sir. 

Senator Busu. We have had no access to information on how much 
of the ostensible Swiss trading in United States securities is actually 
done for Swiss beneficial owners. Would it not be possible to capit alize 
the amount of such transmittals as evidencing non-Swiss beneficial 
ownership of United States corporate securities / 

Mr. Moss. That might be possible, sir. We do know the amounts 
of the additional tax we have received each year. 

Senator Bus. And finally, this question: Assuming we capitalize 
that figure at 5 percent, what would the magnitude of this amount be / 

Mr. Moss. We have the figures, Mr. Chairman, and perhaps it would 
be better if I made the figures available and then the computations 
could be based upon that. 

Senator Busu. Without objection, we will ask you to do that. 

T also have here some other questions, Senator, which were prepared 
and have a bearing on this. They mostly have to do with foundations 
and things of that sort. 

Senator Bennert. I would be happy to have you ask the witness to 
answer them in writing for the record. 

(The information referred to follows :) 

UNITED STATES TREASURY DEPARTMENT, 
Washington, June 8, 1957. 
Hon. FRANK J. LAUSCHE, 
Chairman, Securities Subcommittee, Committee on Banking and Currency, 
United States Senate, Washington, D. C. 

My Dear Mr. CHAIRMAN: At the public hearing held at 10 a. m., May 22, 1957, 
before the Securities Subcommittee of the Senate Committee on Banking and Cur- 
rency, Mr. Harold Moss of the Internal Revenue Service, who appeared as a wit- 
ness before the subcommittee, was requested to furnish written replies to a num- 
ber of questions having to do with tax-exempt foundations. This letter is in re- 
sponse to that request. 

We note that your questions deal with specific circumstances involving the 
cases of particular taxpayers. secause we are prohibited by law, except under 
certain conditions not here present, from disclosing information relative to par- 
ticular persons even to congressional committees, we have prepared our reply to 
your questions in the form of general information as to the application of the 
pertinent portions of law and regulations. This information is furnished to you 
as a separate attachment to this letter. We hope that you will find it an adequate 
answer to your inquiry. 

Very truly yours, 


RUSSELL C. HARRINGTON, 
Commissioner. 
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ORGANIZATIONS DESCRIBED IN SECTION 501 (c) (3) 


Pursuant to section 501 (a), an organization described in section 501 (c) (3) 
is exempt from the Federal income tax unless exemption is denied under section 
503 or 504. 

The organizations described in section 501 (ec) (3) include corporations, and 
any community chest, fund, or foundation, organized and operated exclusively 
for religious, charitable, scientific, testing for public safety, literary, or educa- 
tional purposes, or for the prevention of cruelty to children or animals, no part of 
the net earnings of which inures to the benefit of any private shareholder or indi- 
vidual, no substantial part of the activities of which is carrying on propaganda, 
or otherwise attempting, to influence legislation, and which does not participate 
in, or intervene in (including the publishing or distributng of statements), any 
political campaign on behalf of any candidate for public office. 

Certain of these organizations, including foundations, are subject to the pro- 
visions of section 503, providing for loss of exemption in the event of a prohibited 
transaction. ‘‘Prohibited transaction” is defined for this purpose as any trans- 
action in which such an organization— 

(1) lends any part of its income or corpus, without the receipt of adequate 
security and a reasonable rate of interest, to; 
(2) pays any compensation, in excess of a reasonable allowance for salaries 
or other compensation for personal services actually rendered to; 
(3) makes any part of its services available on a preferential basis to; 
(4) makes any substantial purchase of securities or any other property, 
for more than an adequate consideration in money or money’s worth, from; 
(5) sells any substantial part of its securities or other property for less 
than an adequate consideration in money or money’s worth, to; or 
(6) engages in any other transaction which results in a substantial diver- 
sion of its income or corpus to; 
the creator of such organization (if a trust) ; a person who has made a substan- 
tial contribution to such organization; a member of the family of an individual 
who is the creator of such trust or who has made a substantial contribution to 
such organization ; or a corporation controlled by such creator or person through 
the ownership, directly or indirectly, of 50 percent or more of the total combined 
voting power of all classes of stock entitled to vote or 50 percent or more of the 
total value of shares of all classes of stock of the corporation. 

The organizations described in section 501 (c) (3) which are subject to the 
provisions of section 508 are also subject to the provisions of section 504, which 
provides, with certain exceptions not here material, that exemption shall be 
denied for the taxable year if the amounts accumulated out of income during 
the taxable year or any prior taxable year and not actually paid out by the end 
if the taxable year 

(1) are unreasonable in amount or duration in order to carry out the 
charitable, educational, or other purpose or function constituting the basis 
for exemption under section 501 (a) of an organization described in section 
5DO1 (ec) (3); or 

(2) are used to a substantial degree for purposes or functions other than 
those constituting the basis for exemption under section 501 (a) of an 
organization described in section 501 (¢) (3); or 

(3) are invested in such a manner as to jeopardize the carrying out of 
the charitable, educational, or other purpose or function constituting the 
basis for exemption under section 501 (a) of an organization described in 
section 501 (e) (3). 

A foundation which has qualified for exemption under section 501 (a) as 
being organized and operated for one or more of the purposes specified in section 
5O1l (e¢) (8) retains that exemption only so long as its activities are such as to 


demonstrate its continuing entitlement to an exempt status. All foundations 
of the class made the subject of your inquiry, as well as certain other organiza- 
ions described in section 501 (e) (3), file annual returns disclosing information, 
a portion of which is open to inspection by the general public pursuant to the 


provisions of section 6104. 
Any information disclosed on these annual returns, or otherwise coming to 
the attention of the Internal Revenue Service, which shows 
(1) that the organization is operating outside the scope of the purpose or 
function constituting the basis for its exemption; 
(2) that the organization, if subject to section 503, has been a party to 
prohibited transaction; or 
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(3) that amounts accumulated out of income of the organization, if subject 
to section 504, are unreasonable in amount or duration, are used to a sub- 
stantial degree for other than exempt purposes, or are invested in such 
manner as to jeopardize the carrying out of the purposes for which the 
organization was created ; 

will provide grounds for revocation of the exemption previously granted. 

An organization described in section 501 (c) (8) which has been found to be 
exempt under section 501 (a) will, however, cease to qualify for exemption under 
such section if at any time it engages, more than incidentally, in any activities 
not connected with its exempt purposes. To determine whether an organization’s 
activities are consistent with its exempt purposes, it is necessary to examine 
all of the activities of the organization and the surrounding circumstances. The 
organization may engage in transactions with its creator or with substantial 
contributors to it. However, if such transactions constitute prohibited transac- 
tions under section 503 or come within the provisions of section 504, the organ- 
ization loses its exemption by virtue of either of such sections. Even if the 
transactions do not come within the terms of such sections, the organization 
will nevertheless lose its exemption if it appears that it is not operated for exempt 
purposes, but rather is operated for the benefit of the creator or contributors 
Similarly, its dealings with persons other than the creator or contributors will 
cause the organization to lose its exemption if such activities come within the 
provisions of section 504 or if they demonstrate that the organization is not 
being operated for its exempt purposes. 

It should be pointed out, however, that the buying and selling of shares of 
stock out of corpus by a foundation which, in so doing, is not acting for the 
benefit of any private person and which is not engaged in the investment business 
cannot, in and of itself, be termed a function incompatible with an exempt 
purpose. There is no prohibition, as such, against the acquisition by the founda- 
tion of income-producing property, including shares of stock in its corporate 
sponsor, by gift or bequest. Nor will the fact that such shares are voted so as t 
retain existing management of the sponsor, or family control in the case of 
closely held corporation, automatically jeopardize exempt status. However, 
where income of an exempt organization is used for other than its exempt pur- 
poses, the organization may find itself in violation of section 503, relating to 
prohibited transactions, or section 504, relating to accumulations out of income 
For example, an exempt organization which uses annual income for the purchase 
of income-producing property, such as stocks, is accumulating income within the 
meaning of section 504. Similarly, an exempt organization which uses income 
to retire indebtedness incurred in the acquisition of income-producing property, 
thereby increasing its equity, is accumulating income within the meaning of that 
section. Whether accumulations of income are unreasonable for purposes of 
section 504 is dependent upon the particular facts and circumstances existing in 
each case. 

On the subject of sales, there is no prohibition in the tax statutes or regula 
tions against receipt by an organization of a price higher than market, this 
without regard to the nature of the thing sold and, if shares of stock, whether 
listed or unlisted. Even so, any transaction or series of transactions to which 
the organization is a party and which are not at arm’s length will be reduced 
to their net effect taxwise. What is more, the fact of such transactions, their 
frequency, and their overall implications are factors to be considered in deter- 
mining whether the organization is one created and operated for exempt purposes. 


UNITED STATES TREASURY DEPARTMENT, 
INTERNAL REVENUE SERVICE, 
INTERNATIONAL OPERATIONS DIVISION, 
Washington, D. C., May 28, 1957. 
Mr. WILttAM McKENNA, 
Room 301A, Senate Office Building, 
Washington, D. 0. 

Dear Mr. McKENNA: The attached capitalization of income paid through 
Switzerland to persons outside Switzerland who do not claim benefits to reduced 
treaty rates was inadvertently omitted from the file when the transcript of the 
May 22 session of the committee hearing was returned to your office on May 24, 
1957. 
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This information is transmitted informally in accordance with my telephone 
conversation with you this morning. 
Very truly yours, 
HAROLD M. WARRINGTON, 
Chief, Special Examinations Section 
(Director of International Operations). 


Income paid through Switzerland to persons outside Switzerland not entitled 
to reduced treaty rates 





Year Income Index 
1951... : $5, 333, 333 100 
1952 . 6, , 3U0 119 
1953 1 4, 139, 295 78 
1954. ...-. : | 31, 333, 935 | 590 
1955... s | 227, 230, 800 | 612 


4 
Decreases refiect effect of new tax treaties authorizing reduced rates (Australia, Greece and Belgium), 
4 Same (Germany). 


Mr. McKenna. May I say the significance of this group of ques- 
tions is that this is about the only source we have of breaking down 
the transaction and tracing it beyond the ostensible residence of the 
immediate party to the transaction. 

In this case, as you see, although it may be a Swiss bank that re- 
ceives the dividend in the first instance, if it, in turn, transmits it to 
a beneficial owner who is not a member of a country with which this 
country has a tax treaty, then there is a possibility of showing that 
these securities and the dividends that flow from them are bene- 
ficially owned by persons other than Swiss. And as far as we have 
been able to ascertain, the statistics on foreign trading in United 
States securities gathered by the other United States Federal agen- 
cies are not sufficient to make that type of a calculation. 

So I think this is of value to the study. 

Senator Busu. Thank you very much. 

Senator Bennerr. These figures would not be with respect to indi- 
viduals or individual transactions; they are just total figures / 

Mr. Moss. Yes, sir. 

Mr. McKenna. I think Mr. Moss can clarify the record for us on 
that point. In other words, as I understand it, they are transmitted 
as a blanket amount without identification of the specific beneficial 
owners for whom the dividends are transmitted ? 

Mr. Moss. That is true. We receive a check for, say, a million or 
a million and a half dollars at a time, without any identification as 
to the taxpayers from whom these amounts were collected. 

Mr. McKenna. May I say one other thing for the record, Mr. 
Chairman. I note that the tax convention between the United States 
and Switzerland currently in effect does contain the type of a provi- 
sion to which Mr. Moss referred, for the exchange of mutual infor- 
mation. However, I also note that it contains this provision: 

No information shall be exchanged which would disclose any trade, business, 
industrial, or professional secret, or any trade process. 

I gather that it is that provision which makes it more difficult in 
the case of Switzerland to obtain disclosure; is that correct? 

Mr. Moss. Not exactly, for this reason, Mr. McKenna, although 
that is part of it, I believe. 
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But, you see, the Swiss tax authorities themselves are unable to 
get this information from the financial institutions in Switzerland, 
whereas in this country the Internal Revenue Service can go into 
any financial institution and get t almost any type ot information. 

Senator Busu. And that the *y have. 

All right, sir. Thank you very much indeed. 

Mr. Scribner. 


STATEMENT OF FRED C. SCRIBNER, JR., ASSISTANT SECRETARY 
OF THE TREASURY, DEPARTMENT OF THE TREASURY 


Senator Busu. Do you think it desirable to read this statement ‘ 

Mr. Scrisner. Senator, I should be very glad to submit it. We 
were asked to prepare only a technical statement indicating m: ate T] 
that we collected and the use we make of it, and that is what is con 
tained herein. 

Senator Bennerr. It is only three pages one , Mr. Chairman. 

Senator Busn. If you would like to read it. if the Senator has 1 
objection, I would like to hear it. 

Will you proceed, then. 

Mr. Scrrener. May it please the committee: The Treasury Depart 
ment collects statistical data on foreign transactions in United States 
corporate securities through a foreign exchange reporting syste! 
which provides information on certain capital movements between t! 
United States and foreign countries. 

The reporting system as a whole covers banking claims On vl 
liabilities to foreigners, transactions with foreigners in domestic an 
foreien securities, and foreign claims and liabilites of commercial and 
industrial concerns and securities brokers and dealers. The reports 
provide information on the flow of funds into and out of the United 
States which is needed for the analysis of the international finance! 
position of the United States and foreign countries, for assessing th 
influence of the movements of foreign funds upon the United State 
money market, and for other similar analytical purposes. 

The Treasury aes nent beean to collect statistics on caplt 
movements between the United States and foreign countries in 1934 
There had been substantial withdrawals of capital from the United 
States by foreigners during the preceding years and it was considered 
necessary to obtain information from banks and other institutions 1 
order to keep in touch with international capital movements. T1 
sti atistic S collected did not re veal the tl insactions of individuals, bu 
provided information on total amounts by countries. The re 
originally required were quite detailed and were submitted week! 
reporting institutions. 

The foreign exchange reporting system in its present form continues 
to provide essentially the same type of information. ‘The reporting 
requirements, however, have been simplified from time to time in th: 
intervening years, as experience has shown the advisability of suc! 
simplification. 

The Treasury capital movements data are obtained primarily fron 
financial institutions such as banks and securities brokers and dealers. 
Reports are filed with the Federal Reserve banks, which consolidate 
the data for their districts and forward the consolidated figures t 
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the Treasury. The Treasury prepares its data for the entire United 
States from these consolidated reports. Information based on these 
statistics is published regularly in the capital movements section of the 
Treasury Bulletin. Some of the statistics are also published in the 
Federal Reserve Bulletin, and the data are used in compiling the 
statistics on the United States balance of payments and the invest- 
ment position of the United States, both documents prepared by the 
Deparment of Commerce. 

Our effort has been to obtain this needed statistical information in 
accurate and comprehensive form, while avoiding the imposition of 
onerous requirements upon the reporting institutions. For our pur- 
poses it has not been necessary to seek detailed knowledge of the affairs 
of any reporter, or to breach the customary confidential relationship 
between banker and client and broker and client. Thus the reports 
which are made to the Federal Reserve banks, and the consolidated 
reports which the Reserve banks make to the Treasury do not reveal 
the identity of the foreigners who own the assets re ported or who are 
involved in the securities transactions, nor do they identify the par- 
ticular securities which are traded. 

The form on which information is obtained on securities transac- 
tions with foreigners is Foreign Exchange Form S-1/3, a copy of 
which will be submitted for the information of the committee. The 
reporting instructions appear on the back of the form. Financial 
institutions in the United States who on their own behalf, or on be- 
half of their customers in the United States, engage in transactions 
in stocks or other long-term securities with foreigne rs, report monthly 
on this form. The data reported distinguish between domestic and 
foreign securities. Data on transactions in domestic securities are 
broken down between United States Government bonds and notes, 
corporate bonds, and corporate stocks. 

The amounts of the trans: ictions are reported on the form opposite 
the country of domicile of the foreigner involved in the transaction, 
as shown on the books and records of the reporting institution. Thus, 
if a Swiss bank purchased United States securities through a United 
States bank or broker on behalf of a national of some other country, 
the United States bank or broker would report the transaction as a 
purchase by Switzerland. 

In determining who should be considered a “foreigner” for the pur- 
pose of these reports, domicile, really address, is the governing rule. 
A United States citizen domiciled in a foreign country is considered 
a “foreigner.” The same is true of a branch or agency of a United 
States bank or other institution located abroad. Conversely, a citi- 
zen of a foreign country domiciled in the United States, and a branch 
of a foreign bank located in the United States, are not considered to 
be “foreign” for these purposes. The official institutions of foreign 
countries, and international institutions, however, are considered to be 
foreign wherever located. 

We have prepared for the committee’s information tables showing 
net foreign purchases and sales of United States domestic securities 
in recent years for some of the principal foreign countries and for the 
major areas of the world. These tables prov ide information on trans- 
actions in all types of domestic securities, and in corporate stocks 
and bonds and United States Government bonds and notes. 


~~ 


<a 
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Senator Busu. Without objection, the tables will be included in 
the record at this point. 


(The tables referred to follow :) 


Tastx I—Net transactions in long-term United States securities (including 
U. S. Government bonds and notes), selected foreign countries and areas, 
1950—March 1957 








{In millions of dollars; negative figures indicate net sales by foreigne 
| | 
| ian 
} Janu- Total 
Country and area 1950 1951 1952 1953 1954 1955 56 ! 19% 
uf \q | 
| 
| 1057 
Belgium \3 6\ ( \ 5 | \3 25 2 (2 
France 198 6 5 42 17 2 —})2) 5 67 
Germany ( ( ( ( \ 9 7 1 \7 
Italy 2 ! 7 
Netherlands. | —6 ~-22 —22 21 34 18 12 18 112 
Switzerland 19 46 51 7 73 147 234 67 69 
United Kingdom 64 21 70 7) 70 ov 8 S1 482 
Other Europe ? Ol 1) 7 —2 4 54 (| 2() 149 
Total, Europe 2 347 9 111 62 139 329 161 195 1 4 
Canada $58 595 192 121] 187 } 24 59 3 
Latin America 30) \4 5 25 113 76 34 11 308 
Asia —15 5 —10 ( 3 29 ] 2 14 
Other countries 3 1 2 1 3 7 4 17 
International institutions 2 21 —16 15 23 i8 21 82 201 
Grand total 944 — 584 315 -12 149 685 156 27¢ 1, 931 


1 Less than $500,000. 
2 Bank for International Settlements included with International Institutions, 1950-February 1954; with 
“Other Europe,’’ March 1954 to date 


Note.—Figures will not necessarily add to totals because of rounding. 


Taste II.—Net transactions in United States corporate securities,’ sclected 
foreign countries and areas, 1950-—March 1957 


[In millions of dollars; negative figures indicate net sales by foreigner 


Janu- Total 

Country and area 1950 1951 1952 1953 1954 1955 1956 ary 1950 
March | March 

1957 | 1957 
Belgium keira ] 8 2 .-3 4 14 23 3 52 
France —1 12 8 ~ 14 9 23 4 77 
Germany (2 2 (2 (2 (2 ] 1 (2 3 
Italy (2 1 (2 (2 ] l ] 1 3 
Netherlands ‘ —§ —21 24 — 20) —34 —2] 7 18 —114 
Switzerland 12 61 48 62 76 142 146 64 6ll 
United Kingdom 35 48 —20 35 86 30 87 39 339 
Other Europe_-. 2 3 —1 1 1 9 6 4 22 
Total, Europe 43 113 13 s4 145 183 279 132 992 
Canada —35 —42 —18 38 —52 80 —53 —12 —330 
Latin America —10 16 y 18 30 27 38 12 139 
Hong Kong 2 7 1 —1 5 § 6 —1 24 
Other Asia__. -4 2 (2 2 2 3 3 1 7 
Total, Asia —2 8 1 1 5 8 9 (2 30 
Other countries 2 @ 2 1 3 6 6 —1 19 
International institutions 3 3 5 s 9 12 12 4 57 
Grand total 2 99 13 71 141 156 291 134 907 


1 May include small amounts of securities issued by corporations and other agencies of the U. S. Govern- 
ment without United States guaranty, and by States and other political subdivisions in the United States 
2 Less than $500,000. 


Note.—Figures will not necessarily add to totals because of rounding. 
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In TaBLE III.—WNet transactions in United States corporate stocks, selected foreign 
countries and areas, 1950—March 1957 
{In millions of dollars: negative figures indicate net sales by foreigners] 


ling 


eas, | Janu- | Total 
Country and area 1950 1951 1952 1953 | 1954 1955 1956 | ary- | 1950 
| | March | March 
| | 1957 | 1957 
| i 
. Belgium ___- 2 6 (1) -4 3 10 | 22 2 | 42 
otal France -2 10 5 5 | 11 | 10 19 | 2 61 
eet Germany... ; (') ) ‘) (1) (“ | @ 1}; @® } 2 
ren Italy l l (!) (!) —|\ (1) Li} @Q) 3 
Hdd Netherlands —§ —19 —23 24 —34 — 22 —10 } 6 | —131 
Switzerland 10 59 41 37 55 112 118 | 56 | 488 
: United Kingdom 35 48 — 28 35 79 32 75 | 33 310 
S . A . . \ 
2 Other Europe 2 3 —2 —} 2 5 5 | 2 | 15 
Mi suai J 
st Tota), Europe 45 110 —7 48 16) 146 231 102 | 790 
a Canada ; —3\ —( 6 2 —\§ —h2 —2 Q) ) =i 
— Latin America —11 9 —2 4 24 18 29 9 80 
95 ; —— 
$82 Hong Kong 2 7 ] 2 5 5 6 —] 22 
( 
149 Other Asia —4 \ -! 2 4 1 2 
1, = Total, Asia —2 q ey 1 3 6 9 a | 24 
re Other countries Dt 1 2 3 6 6; -l 17 
- International institutions (1) ) 1 4 3 3 2 | 1 15 
oui Grand total 3 12 } 55 135 128 256 | Ill 809 
4 | 
1, 931 1 Less than $500,000. 
Note.—Figures will not necessarily add to totals because of rounding 
with 


TABLE 1V.—Net transactions in United States corporate bonds, selected foreign 
countries and areas, 1950-—Marech 1957 


{In millions of dollars; negative figures indicate net sales by foreigners] 


cted 


| Janu- Total 
Country and area 1950 1951 1952 1953 1954 | 1955 1956 | ary- | 1950- 
March | March 


|} 1957 | 1957 





otal _ . : — =a a az peter 
50. Bel = | 9 9 1 | 1 
elgium —|] 2 2 | 1 3 l l 10 
arch France 1 2 3 3 3 —1 3 | 2 16 
You Germany (2) 2 (2) 2 2 1 (2) (2) 1 
—_ Italy 2 2 (2 (2 (2 1 (2 | (2) () 
a Netherlands —|] —2 —1 $ (2 1 3 12 | 16 
pe Switzerland 2 2 7 25 21 30 29 7} 123 
Le United Kingdom = ( (2 6 —2 12 | 6 | 29 
$ Other Europe 1 2 aor 4 (2) i : 
3 I 
—114 Total, Europe. -_. —2 $ 20 35 30 | 37 49 29 | 202 
oui Canada -4| -36| -24| -40| -37| -28| 32] -12] —213 
4 Latin America 1 7 ll 14 6 9 9 3 | 59 
ae i Hong Kong ( (2) 2) ] (2 ® | @® (2) 2 
po Other Asia ( i (2 1 1 1 | —1} @ | 4 
139 Total, Asia (2 1; ¢ 2 2 Hf @ awe uy 6 
ae Other countries 1 —| l 1 2 (2 @) | @ | 2 
3° International institutions 3 3 4 t 6 9 10 ° - 
‘ 
30 Grand total l -22 12 15 6 | 29 | an | 23 | 98 
‘ | 
19 ce a i inte anne, 
57 1 May include small amounts of securities issued by corporations and other agencies of the U. S. Govern 
907 ment without United States guaranty, and by States and other political subdivisions in the United States 
— 2 Less than $500,000 
- Nore.—Figures will not necessarily add to totals because of rounding 
vern- 


tes 
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TABLE V.—Net transactions in U. S. Government bonds and notes, selected foreign 
countries and areas, 1950—March 1957 


{In millions of dollars; negative figures indicate net sales by foreigners] 


Janu- | Total 


Country and area 1950 1951 1952 1953 1954 1955 1956 ary- | 1950- 
March | March 

1957 1957 
Belgium -- : <a 12 —3 —3 3 l (! 2 —1 il 
France : 199 6 3 —50 3 —10 143 (} —10 
Germany ‘ (1) ( (1) (4) (1) \ 5 a) 14 
Italy ; ( (! —1 ( —7 ( —s8 
Netherlands. - el —] -1 2 —2 39 35 l 2 
Switzerland_. " 7 -15 3 —5 3 6 87 t 83 
United Kingdom. -- ‘ 29 —27 91 36 —16 66 79 43 143 
Other Europe ?-- 59 —§2 8 —3 8 46 45 16 127 
Total, Europe ? 305 —104 98 —21 —7 146 —119 63 362 
Canada a 493 554 209 —82 —135 344 —70 71 277 
Latin America_. ; ‘ 40) —2 —4 7 83 19 4 (‘) 169 
Asia... — —13 —3 —11 1 2 1 10 3 —16 
Other ex yuntries 4 (! ( ( ( 2 (‘) — 2 
International institutions !. 118 —19 10 15 68 —33 70 5 234 
Grand total.......-- 942 — 683 302 —82 8 529 —135 142 1, 024 


! Less than $500,000. 
? Bank for International Settlements included with ‘International institutions,’’ 1950-February 1954; 
with “Other Europe,’’ March 1954 to date. 


Note.—Figures will not necessarily add to totals because of rounding. 


Senator Busy. Senator Bennett, do you have any questions ? 

Senator Bennerr. No. questions. 

Senator Busu. Mr. Secretary, we have a list of questions which we 
were going to ask you to reply to, but I think it would probably be 
simpler if. you took these with you. Any of them, which you have 
not already answered in your prepared statement, we would appreciate 
having the answers to. 

Mr. Scripner. I would be very glad to do that. 


(The information referred to follows 4 
TREASURY DEPARTMENT, 
Washington, May 29, 1957. 
Hon. FRANK J. LAUSCHE, 
Chairman, Subcommittee on Securities, 
Committee on Banking and Currency, 
United States Senate, Washington, D. C. 

Dear SenAtoR LAuUSCHE: Enclosed are answers to certain questions which 
Senator Bush, as acting chairman of your subcommittee, gave to me at the 
hearings on S. 594 and other bills on May 22. In accordance with our under- 
standing of the desires of your committee, answers are not included to questions 
which were fully covered in my testimony. 

Sincerely yours, 
rep C, ScRIBNER, Jr., 
1ssistant Secretary of the Treasury 
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REPLIES OF FRED C. SCRIBNER, JR., ASSISTANT SECRETARY OF THE TREASURY, TO 
QUESTIONS OF THE SUBCOMMITTEE ON SECURITIES OF THE SENATE BANKING AND 
CURRENCY COMMITTEE 


2. Question. How are these statistics evaluated for reliability? 

Answer. The Department depends in the first instance on the cooperation of 
reporting institutions in providing accurate and reliable data in accordance 
with the reporting instructions. The Federal Reserve banks check the indi- 
vidual reports for possible discrepancies or omissions, and the Treasury simi- 
larly examines the consolidated reports. Any resultant questions are discussed 
with the reporting institutions by the Federal Reserve banks. 

5. Question. Do the statistics attribute ownership of bank deposits in the 
United States to the foreign nation in which the account holder resides, even 
though the holder may be acting for an undisclosed principal residing in another 
foreign nation or the United States? 

Answer. As in the case of securities transactions, the statistics on foreign 
anking assets in the United States record foreign bank deposits under the 
name of the country in which the account holder resides, even though the 
holder may be acting for a resident of another country. 

6. Question. Assuming a Swiss bank bought stock on the New York Stock 
Exchange through a United States broker that is registered in the name of a 
United States nominee, would this transaction appear in your statistics of 
trading in United States corporate securities by a Swiss national? 

Aswer. If a Swiss bank bought stock on the New York Stock Exchange through 
a United States broker for registration in the name of a United States nominee, 
the transaction should be reported if the broker were aware that the trans- 
iction was effected for the account of the Swiss bank. If, however, the broker 
knew only the name of the United States nominee without knowing the identity 
if the principal for whom the nominee would hold the stock, the transaction 
vould appear to him to be transaction between two United States residents. 
Consequently, he would not report the transaction on Foreign Exchange Form 
S-1/3. i 

7. Question. Would it make any difference whether the securities are paid 
or by a United States correspondent bank of the Swiss bank? 

Answer. The method of payment for the securities should not affect the re- 
porting of the transaction. However, a foreign resident may instruct a cor-- 
espondent bank, rather than a broker, to purchase securities, in which case the 
bank would report the transaction on its form S—1/38, since the reporting in- 
structions provide that transactions for foreign account should be reported 
y the banker, broker, or dealer acting directly by order of the foreigner. 

8. Question. Do your statistics indicate an increase in Swiss trading in 
‘nited States corporate stock in terms of value in recent years? 

Answer. The capital movements statistics indicate an increase in trading 
n Swiss account in United States corporate stocks in terms of value in recent 
vears (see table ILI, attached to Mr. Scribner’s statement). 

9. Question. Can you say how much of this increase is due to inflation of the 
United States dollar and how much is due to an increase in volume of trans- 

tions? 

Answer. The Treasury does not obtain information on the volume of securi- 
ies traded and so is unable to state how much of the increase in the value 
f net purchases of securities on Swiss account in recent years has been associ- 
ted with increased prices of United States securities and how much has been 
issociated with an increase in the volume of transactions. It is known, of 
vurse, that the prices of corporate stocks have risen since 1953, as measured 

various published index numbers. 

10. Question. Can your statistics be analyzed to reflect the total holdings of 
United States corporate stocks by foreingn nationals on a country by country 


SIS? 
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Answer. The Treasury statistics alone do not provide information on the 
holdings of United States corporate stocks by foreigners. These statistics 
indicate the amount of banking and certain other assets held by foreigners, 
but with respect to long-term securities show only purchases and sales. The 
Department of Commerce prepares estimates of the value of holdings of United 
States corporate stocks by foreigners, which are published periodically in its 
statements on the international investment position of the United States. The 
Treasury statistics are used in arriving at these estimates. 

11. Quesion. Can you recommend any change in the gathering, evaluation, 
or publication of these statistics that would more accurately reflect true owner- 
ship of the securities purchased or sold and of bank deposits in United States 
banks? 

Answer. The Treasury Department does not at this time have any change to 
recommend in the collection and handling of the statistics on securities trans- 
actions and banking assets. 


Senator Busu. Off the record. 

( Discussion off the record. ) 

Senator Busu. Without objection, then, this pink form will be 
placed in the record at this point, and the others will be placed in the 
committee file for reference in the future. 

(The form referred to faces this page.) 

Senator Busu. Very well, sir. Thank you very much, Mr. Scribner. 

Without objection, the committee will stand in recess until tomor- 
row morning at 10 o’clock. 

(Whereupon, at 11 a. m., the subcommittee recessed until 10 a. m. 
the following day, Thursday, May 23, 1957.) 
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D. 





Name of Reporting Bank, Banker, Broker, D 


The data furnished 
will be held in str 


PART I—GENERAL INST 
INTRODUCTION 


This report form is designed to cove 
securities with “foreigners”. For purposes o: 
ing transactions are considered to be transa 
transactions in “long-term'’ securities execu 
account of “foreigners”; and (2) transacti 
executed abroad for your own account and fo 
clients, including partners. (Thus, for examy 
securities abroad for your own account or fos 
customer should be recorded as a sale by ¢ 
a sale of “long-term” securities abroad for 
account of a domestic customer should be rer 
eigner’.) Figures reported for such transacti 
amount of money debited or credited as of 
of purchase plus commissions, etc., or the 5 
sions, tax, etc.) 


When two reporting institutions are ir 
a transaction in ‘long-term’ securities wit! 
instructions should be carefully noted, in or 
transaction may neither be duplicated nor com 


1. Trangactions involving either th 
securities for “foreign” account should be 
broker, or dealer acting directly by order 


2. Transactions involving either tl 
cluding the redemption) of “foreign 
foreigners” should be reported by the | 
acting directly by order of the “foreign 


3. It is to be noted that a security 
a sale by a; “foreigner” and a purchase 
case both ag reportable 


WHO MUST KEPORT 


All persons in the 


behalf of their custome 
“long-term” securities directly with “forei; 
instructions, are required to report month 
institutions should include on this form the fy 
in the United States, including its territorie 
head of the syndicate acting as agent in | 
with “foreigners should report the entire ar 
just its share in the total 


EXEMPTIONS 


A report for any one month need not b 
wise required to report, if both the grand tots 
total of sales of “long-term” securities, for 
account of others in transactions with “for 
$100,000 per month in the six months prece 
puted by including transactions made in the m 
date. 


DEFINITIONS 


1 ‘Person’. For the purposes of this repo 
individual, partnership, association, corpo 


lt States who 


in the United Sta 








2 “Foreigner 
include 


For the purposes of thi 


(a) any individual, including a citizen of 
outside the United States, or its te 
listed in Part II, specific instruction (, 


(b) any partnership, association, corpor 
created or organized under the laws « 
including branches and agencies th 
States 


any branch, subsidiary or other allie 
country of a partnership, association, 
ization created or organized under t! 
or of the United States. Thus, for ex 
banks, bankers, brokers and dea 
branches) located in foreign countr 
“foreigners”, and the branches and a; 
States of foreign banks, bankers, bro 
sider their head offices and branches 
the United States as “foreigners” 


(c 


(d) any government of a foreign country 
Or instrumentality thereof, including 
} 


tions”, even though located in the | 
in subsection 3 below.) 


(e¢) any official “international” organizatic 
created by treaty or convention bet 
though located in the United States 
tional” organization of a relief, phila 
with headquarters abroad and with a 
of more than one country. Official 
organizations should be listed opp 
ternational’ on this report. EXCEP’ 


report, the Bank for International ! 
opposite the classification “Other Eu: 





Bank, Banker, Broker, Dealer, etc. 


The data furnished on this report 
will be held in strict confidence. 


(MADE PURSUANT TO EXECUTIVE ORDER OF JANUARY 15, 1934 AND TREASURY REGULATIONS THEREUNDER) 


MONTHLY REPORT TO FEDERAL RESERVE BANK OF NEW YORK 


Foreign Exchange Form $-1/3 
TREASURY DEPARTMENT 
Office of International Finance 
Revision March 1954 


Form Approved 
Budget Bureau No. 48-R090. 


PURCHASES AND SALES OF “LONG-TERM” SECURITIES BY “FOREIGNERS” 


4GENERAL INSTRUCTIONS 


is designed to cover transactions in “long-term’ 
vers”. For purposes of reporting, all of the follow 
nsidered to be transactions with “foreigners”: (1) 
erm” securities executed in the United States for 
"; and (2) transactions in “long-term” securities 
ur Own account and for the account of your domestic 
ers. (Thus, for example, a purchase of “long-term” 
ur Own account or for the account of your domestic 
corded as a sale by a “foreigner”, and conversely, 
securities abroad for your own account or for the 
ustomer should be reported as a purchase by a “‘for- 
ted for such transactions should represent the total 
ted or credited as of the ledger date (i.e., the cost 
hissions, etc., or the proceeds of sales less commis- 


ing institutions are involved in the completion of 
-term’ securities with “foreigners, the following 
carefully noted, in order that the reporting of that 
be duplicated nor completely omitted 


ns involving either the sale or purchase of domestic 
ign” account should be reported by the bank, banker, 
ting directly by order of the ‘foreigner’ 


ns involving either the sale or the purchase (in- 
ption) of “foreign” securities for the account of 
i be reported by the bank, banker, broker or dealer 
yrder of the “foreign” seller or “foreign’’ purchaser 


> noted that a security transaction may involve both 
gner’ and a purchase by a “foreigner”, in which 
table. 

r 

e United States who on their own behalf or on 
rs in the United States engage in transactions in 
directly with ‘foreigners’, as defined in these 
red to report monthly on this form. Reporting 
de on this form the figures {or all of their branches 
ncluding its territories and possessions. Also, the 
acting as agent in handling security transactions 
d report the entire amount of the transaction, not 
al. 


yne month need not be filed by a “person”, other- 
if both the grand total of purchases and the grand 
term” securities, for its own account or for the 
ransactions with “foreigners”, averaged less than 
the six months preceding the reporting date com- 
actions made in the month ending on the reporting 


purposes of this report, “person” shall include an 
hip, association, corporation or other Organization 


the purposes of this report, “foreigner” shall 


including a citizen of the United States, domiciled 
nited States, or its territories and possessions as 
|, specific instruction (a). 


p, association, corporation or other organization 
nized under the laws of a foreign country, but not 
ches and agencies thereof located in the United 


bsidiary or other allied company within a foreign 
artnership, association, corporation or other organ- 
or organized under the laws of a foreign country 
sd States. Thus, for example, branches of American 
s, brokers and dealers (including your own 
ted in foreign countries should be considered as 
nd the branches and agencies located in the United 
zn banks, bankers, brokers and dealers should con- 
d offices and branches of such head offices outside 
es as “foreigners”. 


tt of a foreign country and any subdivision, agency 
lity thereof, including all “foreign official institu- 
ough located in the United States. (See definition 
below.) 


ternational” organization, or subcommission thereof, 
aty Or convention between sovereign states, even 
in the United States, and any private “interna- 
ation of a relief, philanthropic or similar character 
ers abroad and with a membership of organizations 
one country. Official and private “jnternational” 
should be listed opposite the classification “In- 
| this report. EXCEPTION: for purposes of this 
nk for International Settlements should be listed 
assification “Other Europe”. 





(f) persons in the United States, to the extent that such persons are 
acting on behalf of, for the account of, or for the benefit of 
“foreigners” as described in subsections (a) through (¢) above, 
except other reporting institutions such as domestic banks, cor- 
porations, and Leneta and agencies of foreign banks and cor- 
porations required to report on this form. (In case of doubt in a 
particular case as to whether a second institution is @ reporting 
institution, consult the Federal Reserve Bank of the district in 
which you are located.) Transactions for the account of a domes- 
tic trustee of nominee, except another reporting institution, 
known to be acting on behalf of a “foreigner” should be reported 
by the bank, banker, or broker acting for the account of such 
trustee Or nominee. 


(g) certain trusts created in the United States by “foreigners” de- 
scribed in (b) through (e) above shall be treated as “foreign” 
for the purposes of this report. (See Section H below). Trusts 
created in the United States by individual “foreigners” included 
in (a) above shall be treated as “domestic” for purposes of this 
report 


3. “Foreign official institutions”. For the purposes of this report, the 
term “foreign official institutions” shall include central governments 
of foreign countries, all departments of recognized central banks of 
issue, diplomatic and consular establishments, purchasing commissions 
and state .cading organizations. “Foreign official institutions” also 
shall include “international’’ organizations, or subcommissions thereof, 
created by treaty or convention between sovereign states. Exception: 
Branches or agencies in the United States of “foreign official bamking 
institutions’ shall be considered “domestic” institutions for purposes 
of this report. 


4. “Securities”. For the purpose of this report, the term “securities” 
should be interpreted broadly to include rights, warrants and scrip, 
as well as stocks (common and preferred) and bonds, debentures and 
similar obligations, and should include privately as well as publicly 
offered issues 


“Long-term” securities. The term “long-term” securities is 
used to define those having no contractual maturity (e.g. stocks) 
or a maturity of more than one year from the date of issuance. 
Such securities fall within the scope of this report even though 
they may mature within less than one year from the date of 
this report 


Transactions in other securities with a contractual maturity 
of one year or less, such as United States Treasury bills and 
Treasury certificates of indebtedness, should not be reported on 
this form with the exception as noted in Section J below. How- 
ever, holdings of such securities for the account of “foreigners” 
should be reported in the appropriate columns on Form B-1, 
and domestic holdings of foreign securities having a contractual 
maturity of one year or less should be reported in the appropriate 
columns on Form 5-2 


Domestic securities. The term “domestic securities” is used 
to designate the securities of the United States Government, gov- 
ernmental agencies, states and municipalities, and the securities 
of corporations chartered in the United States 


Foreign securitie The term “foreign securities” shall in- 
clude the securities of foreign central governments and political 
subdivisions, and securities of corporations or similar organiza- 
tions chartered in foreign countries, and of international organ- 
izations as defined in 2 (¢) above, even though such securities 


may be payable in United States dollars 


METHOD OF REPORTING OPPOSITE FOREIGN COUNTRIES 
LISTED ON FORM 


In general, transactions with “foreigners” should be reported opposite 
the foreign country or geographic area in which the “foreigner” is 
domiciled. 


Transactions with “foreigners in territories, possessions and other 
non-metropolitan areas of a foreign country should be reported opposite 
the geographical area in which the “foreigner is domiciled and not 
Opposite the parent country. For example, transactions with “foreigners” 
in the Netherlands West Indies should be reported opposite the Netherlands 
West Indies, and not opposite the Netherlands 


Transactions with foreign branches or agencies of a “foreign official 
institution” should be reported opposite the country to which the “official 
institution” belongs if the branches are not themselves acting as “official 
institutions” for the countries in which they are located. For example, the 
account of a South American branch of a European government purchasing 
commission should be reported opposite the European country. Transactions 
with a U. S. branch or agency of a “foreign official institution” should be 
reported opposite the country to which the “official institution” belongs. 
(Exception: Branches or agencies in the United States of “foreign official 
banking institutions” shall be considered “domestic’’ institutions.) Transac- 
tions with a “foreign official institution's’ branch which is acting as 
an “official institution’ for the country in which it (the branch) is 
located, should be reported opposite that country. Transactions with its 
head office in another country should be reported opposite the country in 
which the head office is located. 


Transactions with foreign branches or agencies of foreign banks (ex- 
cluding central banks) and other private institutions should be reported 
opposite the country in which the foreign branch or agency is located. 


F. REDEMPTION OF SECURITIES 


1. Fiscal agents for foreign issuers 
by “foreigners” the redemption by them 
securities and sinking fund purchases of foreign securities in 
States. When such agents ive these foreign securities 
from “foreigners” (rather than from banks, bankers, brokers and 
located in the United States) such fiscal agents should, in addition, 
these redemptions for the account of “foreign” beneficiaries as sales by ‘ 
eigners”. Banks, bankers, brokers, and dealers presenting called or matured 
securities (foreign or domestic) to fiscal agents for jon in the 
United States for the account of “foreign” beneficiaries report such 
redemptions as sales by “foreigners’’. 


i 
gE 
i 
Hu 


H 


v1 


purchases 
securities should also be included. Conversely, all called or matured securi- 
ties (foreign or domestic) presented by you for redemption abroad for 
your own account or for the account of your domestic clients should be 
reported under purchases by “foreigners”. 


TRANSACTIONS IN FOREIGN ARBITRAGE ACCOUNTS 


Purchases or sales of securities executed in the United States for 
arbitrage accounts in which you participate as a principal jointly with a 
“foreigner” should be reported opposite the country in which the “for- 
eigner” is located. For example, a sale of securities in New York for a 
joint account with a Canadian should be entered as a sale opposite Canada; 
the corresponding purchase of securities in Canada for the joint account 
should not be reported. 


TRANSACTIONS IN TRUST ACCOUNTS 


The following should be reported: (a) Transactions in “long-term™ 
securities held by domestic trustees in trusts created by foreign insurance 
companies. (Branches or agencies located in the United States of foreign 
insurame companies are not “foreigners” and accordingly, transactions in 
securities held in trusts created by such branches or agencies should sot 
be reported.) (b) Transactions in “long-term” securities held by a 
domestic trustee in trusts created by other foreign companies or foreign 
governments, for example, in trusts created under indentures relating to 
the issuance, payment of interest, or amortization of foreign dollar bonds. 
(See also Section D 2 (g) above.) 


EXCHANGE OF “LONG-TERM” SECURITIES 


For purposes of this report, the acquisition for “foreign” account of 
“long-term” securities in exchange for “short-term” securities or other 
assets should be reported as a purchase of “long-term” securities by “for- 
eigners”; and the disposition for “foreign” account of “long-term” securi- 
ties against an acquisition of “short-term” securities or other assets should 
be reported as a sale of “long-term” securities by “foreigners”. 


REPORTING OF “SHORT-TERM” U. S, GOVERNMENT 
SECURITIES 


Report as a separate attachment to this report form transactions in- 
volving “short-term U. S. Government obligations, e. g., United States 
Treasury bills and certificates of indebtedness, in the following cases: 


1. when it is known that such obligations are being sent out of the 
United States. (These should be reported as purchases by “for- 
eigners”.) 

2. when such obligations are received directly from outside the 
United States either for redemption, sale or to be held in a cus- 
tody account. (These should be reported as sales by “foreigners”. 
In addition, where such securities are held in custody for the 
account of “foreigners” they should be reported on Form B-1. 
See also Section D 4 above.) 

The attachment should show the face value of the amount going out 

of the United States broken down by the country of destination, and the face 


value of the amount coming into the United States broken down by the 
country from which received. 


TRANSACTIONS EXECUTED IN FOREIGN CURRENCIES 


Transactions reported on this form, if executed in foreign currencies 
should be entered in terms of the dollar equivalent, being converted at 
the rates of exchange prevailing either when the transactions were executed 
or at the close of the last business day of the month. 


PART II—SPECIFIC INSTRUCTIONS RELATIVE TO 
PARTICULAR COLUMNS OR ITEMS ON FORM S-1/3. 
See References on Report Form to Instructions (a) 
through (c). 
(a) The following United States territories and possessions are not 
to be regarded as “foreign countries” for the purposes of this e 


Alaska, American Samoa, the Canal Zone, Guam, Hawaii, Midway Island, 
Puerto Rico, Virgin Islands, and Wake Island. 


(b) Include securities issued by corporations and other agencies of 
the United States Government, which are guarani ed by the United States. 

(c) Include issues of corporations and of states and other political 
subdivisions in the United States. Classify transactions in rights, warrants, 
and scrip as they pertain to stocks or bonds. 
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SEC LEGISLATION 


THURSDAY, MAY 23, 1957 


Unitep Srares SENATE, 
COMMITTEE ON BANKING AND CURRENCY, 
SUBCOMMITTEE ON SECURITIES, 
Washington, D. C. 

The subcommittee met, pursuant to recess, at 10 a. m., in room 301, 
Senate Office Building, Senator Frank J. Lausche, chairman of the 
subcommittee, presiding. 

Present: Senators Lausche and Capehart. 

Senator Lauscur. The hearing will come to order. 

Mr. McKenna. Mr. Chairman, it has been suggested that the staff 
prepare for the record a memorandum comparing the increases in 
stock prices and the decrease in the value of the dollar from 1945 
up to a current date. That will be provided at a later date. 


MEMORANDUM 
May 25, 1957. 
To: Senator Frank J. Lausche. 
rom: William I’, MeKenna, counsel. 
Subject: Comparison of various indexes in 1945 and 1957. 

Problei.—tThe permissive exemptive limit for allowing issuance of securities 
without full registration with the Securities and Exchange Commission was 
set at $300,000 in 1945 by an amendment to the Securities Act of 1933. 8S. 810 
and S. 8438, 85th Congress, would increase this figure to $500,000. 

You have requested that the staff of the subcommittee prepare a memorandum 
for the record comparing the value of a corporate dollar in 1945 with the same 
dollar as of a recent date in 1957. 

Use of new corporate funds.—An analysis of the worth of the dollar raised 
by sale of stock can be obtained by comparing the increase in cost to the issuer 
for items upon which the corporate dollar is spent. Of every $5 of new cor- 
porate funds raised in February 1957, $4 was spent for plant and equipment 
and $1 was retained for working capital, on the basis of statistics gathered 
by the Securities and Exchange Commission. 

Indicators of value of corporate dollar.—Indexes tending to measure depre- 
ciation of the corporate dollar since 1945 are as follows: 

or plant and equipment—indexes of the cost of nonresidential construction 
and producers’ durable equipment. 

For working capital, indexes of wholesale commodity prices, consumer prices 
(to a lesser degree), hourly wages and weekly wages. 

Nonresidential construction and producers’ durable equipment—An implicit 
deflator has been computed by the Council of Economie Advisers for costs of 
nonresidential construction and producers’ durable equipment. Using 1945 as 
a base equaling 100, the combined index for these factors increased to 178 in 
1956, a 78-percent increase. On the premise of these statistics, for every dollar 
spent by an issuer for plant and equipment in 1945, he would now have to spend 
$1.78. 

Wholesale commodity prices.—On a 1947-49 base, the index for all wholesale 
commodity prices was 68.8 for 1945, and had increased to 117.2 in April 1957. 
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This equals an increase of approximately 70 percent. For every dollar spent by 
the issuer for commodities at wholesale in 1945, he would now have to spend 
$1.70. 

Consumer prices.—In the consumer price field (not nearly as applicable to 
commercial enterprises), on a base of 1947-49 equaling 100, the 1945 average 
index was 76.9 for all items making up the consumer price index. By March 
1957, this index had climbed to 118.9. The increase in this case is only about 
55 percent; requiring a present expenditure of $1.55 to equal a $1 expenditure 
in 1945. 

Hourly earnings.—The average gross hourly earnings on a monthly basis in 
1945 were approximately $1.02 in manufacturing, 78 cents in retail trade, and 
$1.38 in private building construction. In the month of March 1957 these hourly 
earnings had increased to approximately $2.05 (manufacturing), $1.61 (retail 
trade), and $2.92 (building construction). Compared to the 1945 rates, the 1957 
rates quoted are more than twice as great or, expressed in other terms, repre- 
sent an increase of more than 100 percent. On this premise, for every dolla 
paid to employees for hourly wages in 1945, the same issuer would have to pay 
a little more than $2 in March 1957. 

Weekly earnings.—As another approach to the problem of the value of th: 
corporate dollar as working capital to be expended for labor, we may consider 
the average gross weekly earnings in selected industries. As gathered by the 
United States Department of Labor, average gross weekly earnings in 1945 were 
$44.39 in manufacturing, $31.55 in the retail trade (excluding eating and 
drinking places), and $53.75 in building construction. In March 1957, on the 
basis of preliminary estimates, these figures had increased to the following 
$82.21 (manufacturing), $61.19 (retail trade), and $105.12 (building construc 
tion). It will be noted that the increase in average gross weekly earnings from 
1945 to March 1957 is not quite as great as the increase in average hourly earn 
ings during the same period. The average gross weekly earnings figures are 
affected by the hours of work, particularly those in the overtime category. 1 
the premise of these statistics, for each dollar spent in these respective ¢: 
gories in 1945, it would now require an expenditure of approximately S1.s° 
(manufacturing), $1.94 (retail trade), and $1.95 (building construction). 

Increase in inventory and labor costs (working capital items).—Using the 
wholesale commodity price index as a fair indicator of the level of inventory 
costs to business enterprise, we find a 70-percent increase in cost between 1945 
and April 1957. Using gross weekly earnings as a fair indicator of labor cos 


we find an increase ranging from 85 to 95 percent between 1945 and March 1957 


Assuming that these factors together give an indication of the value of thé 


corporate dollar as working capital, we can strike an average of about 80 per- 


it 


cent as a representative increase since 1945. The precise nature of this averags 
will vary, of course, depending upon the proportions to which the working capita 
in a given enterprise is divided between inventory and labor. 

Increase in plant and equipment costs.—The comparable increase in the cos 
of plant and equipment has been 78 percent since 1945. 

Weighted average increase Weighting these increases on the basis of SO pe 
cent for plant and equipment and 20 percent for working capital results in a 
combined average increase of approximately 78.4 percent. 

Comparison with increase in eremptive limit. $y comparison, an increase in 
the permissive exemptive limit for issuing securities under regulation A to $500 
000 from $300,000 would represent an increase of 6624 percent. 

Conclusion.—Assuming the foregoing interpretations, the value of the corpo 
rate dollar since 1945 has depreciated by a greater amount than the proposed 
increase from $300,000 to $500,000 will make up. Stated in another manner, ti 
provide the corporate issuer with the same value of dollars as he had in 1945 
the $300,000 limit would have to be increased to $535,000, on the basis of th« 
foregoing analysis. 

APPENDIX A 


Stock price increases—Although not directly in point as applied to the valu 
of $300,000 today as compared to 1945, it is interesting to note the rise in stoc] 
prices that has occurred since that time. 

From securities and Exchange Commission statistics, using 1989—100, the 
weekly average of the composite index in 1945 was 131.2. The weekly average 
had risen to an index figure of 344 by December 1956 and had further increased 
to 349.7 in the week ended May 10, 1957, the latest available statistics. 
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Stock Prices 
[Base: 1939=100] 


Year: Index figure 
Tse ce ies alia dates eigenen ate anaemic 131. 2 
Ue (CL DOORINDOD: WOGKES } disicccnnnemneicwsscuoe abvinsmeeb amemstai 344 
Toot COURS G1 Lert, WOGHES Faas aie ent eee he eee 349. 7 


But stock prices reflect income to the issuer, rather than expenditure by it, 
upon initial distribution of the security. Assuming the accuracy of the above 
statistics, a share of stock sold on the average for $131.20 in 1945, would sell for 
$349.70 on May 10, 1957. 

But even assuming this same magnitude of increase prevails on initial offer- 
ings as distinguished from stocks listed on exchanges, this increase in stock 
prices would be of no income use to an issuer limited to issuing a total of 
$300,000 in securities in any given year pursuant to regulation A of the Secu- 
rities and Exchange Commission. 

Were the dollar limit of regulation A offerings tied to the stock price index, 
the issuer would be eligible to issue about $798,000 of securities under regula- 
tion A today. But measured against the more realistic standard of the value 
to the issuer of proceeds of sale of stock, if regulation A offerings were tied to 
the weighted average increase in index indicators of the cost of plant and 
equipment and working capital expenditures, the issuer would be eligible to 
issue about $535,200 of securities under regulation A as of March-April 1957. 


Senator Lauscur. Mr. Meehan. 
Mr. Meehan, you may proceed. 


STATEMENT OF M. JOSEPH MEEHAN, DIRECTOR, OFFICE OF BUSI- 
NESS ECONOMICS, UNITED STATES DEPARTMENT OF COMMERCE, 
ACCOMPANIED BY WALTHER LEDERER AND SAMUEL PIZER 


Mr. Meritan. Mr. Chairman, I am M. Joseph Meehan, Director of 
the Office of Business Economies of the Department of Commerce 
[ have with me today Mr. Walther Lederer, who is Chief of our 
Balance of Payments Division, and Mr. Samuel Pizer, who is Chiet 
of the International Investment Section of that Division. 

Senator Lauscie. Mr. Meehan, is your testimony to be given with 
regard to more than 1 bill or only | bill alone / 


Mr. Mrenan. The testimony is with regard to the statistical as 
pects underlying our intern: ational investments, which have reference 
to Senator Capehart’s bill, 1601. In response to the request of the 


committee, this statement a been prepared concerning the sources 
of information available in the Government on foreign investments in 
the United States, and in particular in United States private enter 
prises, 

The Department's Office of Business Economics has for many years 
collected data on the movement of capital between the United States 
and foreign countries. One of our major functions is the compila- 
tion and publication of periodic statements of the balance of inter- 
national payments and the international investment position of the 
United States. 

The balance of international payments is a calculation of all United 
States payments to foreign countries and their utilization of these 
funds. The payments include merchandise imports, travel, military 
expenditures, Government grants and loans, and private investments : 
the utilization of these funds by foreign countries includes the pur- 
chase of goods, payments of income on United States investments 
abroad, for various services, and for the acquisition of United States 
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securities, other investments, deposits in banks, and for the purchase 
of gold. 

Table I presents the balance of payments of the United States, by 
areas, for 1955, with preliminary estimates for 1956. This is con- 
densed from table 2 on page 16 of the March 1957 issue of the Survey 
of Current Business. It shows that we paid in 1956 to foreign 
countries $25.5 billion, of which they spent on goods and services in 
the United States $23.3 billion, invested, as far as it is known, in 
United States private enterprises, and in securities—other than United 
States Government obligations—$0.5 billion, and added to their cash 
balances and gold holdings about $1 billion. The remaining $0.6 
billion were net receipts by the United States which cannot be ac- 
counted for from the available sources of information. 

Foreign investments in private United States enterprises and se 
curities during 1956 were the largest amount in the postwar period. 
During 1955, they were about $340 million, and during the 5 years 
1950-54 they averaged about $165 million. These figures do not 
include reinvested earnings of foreign subsidiaries in the United 
States, and they do not reflect the increase in the market value of for 
eign security holdings resulting from rising sec ur ity prices, 

Senator Lauscur. The tables set forth on page 3 will be included in 
the record, even though not read by the witness. 

Mr. Meenan. Yes, Mr. Chairman. The second table, international 
investment position of the United States, shows the estimated value 
of our assets abroad, and those of foreigners in the United States. 
This represents a shortened form of a more detailed table published 
an the August 1956 issue of the Survey of Current Business. 

According to our estimates, the value of United States total holdings 
abroad at the end of 1955 was nearly $45 billion and the value of for- 
eign holdings here not quite $30 billion. 

Senator Lauscue. Please interpret that a bit for me—the last 
sentence. 

Mr. Meenan. The $45 billion represents the total value of United 
States investments abroad. They are, as you can see, some 50 percent 
higher than foreign investments in the United States, and, as I shall 
indicate further on in this statement, there is a very considerable dif 
ference in the composition of our foreign investments abroad and the 
foreign investments held in the United States. 

Senator Lauscue. Our investments abroad are $45 billion / 

Mr. Meenan. That is right. 

Senator Lauscur. The investments of foreign nationals in the 
United States are in the sum of $30 billion ¢ 

Mr. Meenan. Thirty billion. 

Senator Lauscne. Proceed. 

Mr. Meewan. Comparable data for the end of 1956 are not vet 
completed, but our assets abroad probably increased to around $48.5 
billion—that compares with the $45 billion that we just discussed, 
which was for 1 year earlier—while foreign assets here rose to between 
$31 billion and $31.5 billion, the ratio, of course, remaining essen 
tially unchanged. 

Even more important than the relative size of our investments 
abroad and of the foreien assets here is the difference in their com 
position. The most important difference is that most of our assets 
abroad were long-term loans and investments while S17 billion, or 
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considerably more than half, of the $29.6 billion of all foreign assets 
in the United States at the end of 1955 were liquid assets, suc h as bank 
deposits, Government obligations, bankers’ acceptances. These are 
held mainly by foreign governments as their monetary reserve and by 
foreign banks and private enterprises as working capital for their 
international business. Only $12.6 billion of the ‘forel ign assets here 
were long-terms investments. 

Our long- term investments abroad comprised $41.8 billion out of the 
total of $44.9 billion at the end of 1955. Of our long-term assets 
abroad of $41.8 billion, $15.2 billion were loans and investments by 
the Government, and $26.6 billion were private long-term investments. 

Our investments in foreign enterprises where the investors have 
either complete or partial control over the enterprise at the end of 
1955 were about $19.2 billion, while foreign investments of the same 
type in this country were valued at $4.3 billion. 

Senator Lauscue. Let’s stop there. 

You testified that of the $29.6 billion of assets held by foreign 
nationals in the United States, $17 billion were in long-term invest- 
ments—page 4— liquid assets. 

Mr. Meenan. Seventeen billion were liquid assets. 

Senator Lauscue. Liquid assets. Allright. Proceed. 

Mr. Meenan. There is a very considerable difference in type of 
investment. 

Senator Lauscuer. Yes. Proceed. 

Mr. Mernan. The actual difference between these two amounts, 
that is, the $19.2 billion and the $4.3 billion, may be higher since these 
figures represent book values and foreign values have often been 
adjusted downward through devaluations and other causes. 

On the other hand, our investments in foreign stocks at the end of 
1955 had an estimated market value of $2.5 billion while foreigners 
owned about $6.3 billion of United States corporate stocks. 

The details of the international investment position of the United 
States by areas for 1954 and 1955 are set forth in table IL, which we 
are inserting in the record. 

Senator Lauscue. Table [1 will be included in the record. 

Mr. Mrenan. Yes,sir. 

Senator Lauscie. Proceed. 

Mr. Meenan. The third table, Foreign Holdings of United States 
Corporate Stocks, by Selected Countries, 1946-55, shows that the 
value of foreign-owned stocks in the United States has risen from $2.2 
billion in 1949 to $6.3 billion at the end of 1955 and to $6.8 billion at 
the end of last vear. Most of the rise was due to advancing market 
values. 

Actual purchases between the end of 1949 and the end of 1956 
amounted to not quite $700 million at prices current when the pur- 
chases were made. The country and area breakdown is based on a 
benchmark figure for 1949 showing the residence of the persons, banks, 
or other institutions in whose names the stocks were registered and 
to whom the dividends were remitted. These data were carried 
forward through the use of statistics of purchases and sales which 
show the country from which the orders were received. Thus, the 
figures do not identify the residence of the real owners of the stocks. 
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Table III gives this information on foreign holdings of United 
States corporate stocks, by selected countries, 1946-55, on the basis 
of market values, and that is being inserted in the record. 

Senator Lauscue. Table III will be included in the record. 

Proceed with your reading of the testimony. 

Mr. Meenan. Yes, sir. 

The figures on foreign investments in the United States are esti- 
mates based on whatever information is available and generally 
speaking are on the low side. 

The sources of information differ for the various types of assets in- 
volved and vary greatly in coverage and accuracy. 

The Office of Business Economics prepares ‘the estimates for the 
transactions between United States enterprises and foreign owners 
that have sufficiently large investments to influence the management 
of these enterprises, purc chases and sales of United States enter prises 
by foreign residents, and the value of foreign interests in United 
States business enterprises. Foreign owners, in this connection, 
means foreign residents, not foreign citizens. Foreigners residing in 
the United States are considered domestic residents for balance-of- 
payments computations. 

These data include changes in foreign parent companies’ invest 
ments in, or claims on their American branches and subsidiaries, and 
income and interest payments transferred to the former. This in- 
formation is based largely on reports supplied to our Balance of 
Payments Division by a sample group of companies on a voluntary 
basis and confidentially, with the understanding that the data will be 
used publicly only after consolidation so that the information con- 
cerning any firm would not be revealed. This confidential nature of 
individual company data is covered by law, not only in this case but 
for all areas for which the Department of Commerce collects sta- 
tistics 

The present sample of enterprises in which foreign ownerships 1s 

25 percent or more consists largely of enterprises covered in the last 
analite survey of foreign owned assets in the United States which 
was conducted by the Treasury Department as of June 1941, and 
published in 1945 

This list is kept up to date and new enterprises are added to the 
sample on the basis of information obtained from withholding-tax 
reports filed with the Bureau of Internal Revenue, and public sources 
such as newspapers, periodical, and financial services. Needless to 
say, more frequent comprehensive surveys would provide more detail 
and better coverage. 

The present sample of enterprises comprises probably less than 10 
percent of the number of enterprises in the United States which have 
controlling interests held abroad. However, we believe that the 
foreign investments in these enterprises constitute about two-thirds 
of such foreign investments in the United States and a substantially 
higher proportion of year-to-year capital movements. 

For statistical purposes, the coverage of the largest enterprises 
for which foreign ownership was previously established was sufficient 
for some time, but the futher removed the data are from the last 
complete survey, the greater becomes the probability that the sample 
may have become inadequate. 
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The importance of more frequent complete counts cannot be over- 
emphasized. A comprehensive survey of American private direct 
investments abroad is also badly needed, there having been none since 
1950. A current factual basis for long-term foreign investment pro- 
grams is essential, but comprehensive surveys of foreign investments 
here or United States investments abroad are beyond the budgetary 
resources that are available to the Office of Business Economics at 
the present time. 

Our present sources of information on the acquisition and sale by 
foreigners of controlling interests in United States ¢ ompanies are in- 
complete. W ithholding tax records apply only to enterprises pay- 
ing dividends to foreign residents. When purchases or sales are 
deliberately concealed we would have no means to discover them. 
Moreover, even when we know that an enterprise is wholly or par- 
tially controlled by foreign interests our questionnaires are not al- 
ways answered. 

The Office of Business Economics also prepares the estimates of 
the value of foreign holdings of stocks and bonds in United States 
companies not controlled abroad. The last complete study which 
covered foreign holdings of stocks in 1949 and bonds in 1950 was 
based on withholding tax returns. 

The study did not cover foreign investments here in securities on 
which no income was transmitted and it did not cover foreign invest- 
ments in local government bonds which are not subject to Federal 
income taxes. 

These basic figures for 1949 and 1950 are carried forward on the 
basis of purchases and sales of United States securities by foreigners 
as reported by United States brokers and banks under Treasury regu- 
lations to the Federal Reserve banks, plus adjustments for changes 
in market values. Data on purchases and sales of United States se- 
curities by foreign residents are published in the Treasury and Fed- 
eral Reserve bulletins. There are several major limitations to these 
reports W hich we may note 

wy Transactions in) behalf of oners made through Americans 
may not be recognized as forel and would escape the reporting 
system. 

(2) The country breakdown shows the immediate origin of the 
purchase or sale order: if a broker in the United Kingdom, Canada, 
or the Netherlands, for example, acts for a resident of another coun- 
try, including the United States, the country of the broker will be 
listed. 

(3) There is no indication of the United States enterprises or — 
lic bodies except the Federal Government whose securities are 
he ing traded. 

Information on other types of foreign investments in the United 
States, such as investments in real estate, insurance, mortgages, inter- 
est in estates and trusts and various oth ler assets, is not available since 
the 1941 ‘Treasury De ‘partment survey Because transactions in these 
fields are scattered widely over th 1e country and involve a large num 


ber of different persons or firms, a comprehensive reporting system 
has not heen developed. 


In this statement I have « lescril ed briefly the extent of our infor 
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payments purposes. When budget funds are available, we intend 
to follow the desirable practice ‘of conducting a comprehensive in- 
vestment survey every 5 years which would give us adequate knowl- 
edge of the value of foreign investments here and United States in- 
vestments abroad, the distribution by foreign countries, types of in- 
dustries or investments and other data required for the measure- 
ment and evaluation of our international investment position. 

Such comprehensive surveys would also provide us with bench- 
marks from which we can, with more confidence, estimate the year- 
to-year changes in international capital movements and ineomes de- 
rived from international investments. 

Senator Lauscne. Thank you very much. 

Mr. McKenna. Mr. Meehan, page 7 of your statemént indicates 
that $700 million paid for securities al se by foreigners in the 
United States between 1949 and 1956 resulted in a $4.6 billion increase 
in value of securities held by foreigners in the United States. This 
tremendous increase in value of securities purchased is startling, even 
when compared with the increase in the basic index of security prices 
over a comparable period. 

IT might note that that basic increase in index price runs from 12 
in 1949 to 344 at the end of 1956. 

Does this indicate an enviable investment acumen on the part of 
foreign investors, or does it indicate inside information of advance in 
security values ¢ 

Would you care to hazard a guess ? 

Mr. Mernian. It does not in my judgment represent any inside in- 
formation with respect to the movement of security values. I do be- 
lieve that it represents a very good investment record and a rather 
active partic ipation in what has been a rapidly advancing stock market 
in the United States, which in general reflects, of course, the rise in 
economic activity and the substantial increase in the profitability of 
American business over this period. 

We do not get, as I tried to indicate in my statement, the particular 
points to which investments go in terms of individual stocks 

However, in the 1949 survey, we made the industry representation 
of foreign portfolios, and from that I would deduce—and from the 
checks we have as to the general type of movements—that they had in 
1949 in their holding a “relatively high proportion of stocks which 
subsequently did relatively well in the m: ke movement, and I cyte 
that it is probably characteristic of the portfolios which they hold 1 
general at the present time. 

Mr. McKenna. Are you suggesting that they invest more in what 
we think are speculative stocks as distinguished from the blue chips? 

Mr. Meenan. No. I rather think that they invest in a representa- 
tive group of stocks and, of course, to some extent it reflects the, as I 


(.4 


say, concentration in particular areas which have done quite well. 

For example, the largest single holding which they had at the end 
of a) representing some 15 percent of the total, was in petroleum 
stocks. Those, as you know, have done extremely well. About 10 
pe rout of their holdings was in the chemical industry, again a group 
of stocks which have done ve ry well. 

Their second largest holding was in utilities, which, of course, have 
not risen to the same extent as some of the others, but, in general, as I 
say, looking at the portfolio which they had from the returns received 
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when we made the study in 1950, I am not surprised at the relative 
performance over this past 6 or 7 years. 

Mr. McKenna. Mr. Meehan, | note that during this same period 
the increase in value of Swiss holdings of the United States corporate 
securities was 3.8 times their value in 1949, which is a greater per- 
centage increase than the overall increase of about 3 times the 1949 
value for all foreign holdings of the United States securities. 

Does this indicate an increase in Swiss purchases of United States 
corporate securities during those 7 years greater than the average 
increase in purchases by all foreign residents / 

Mr. Mrenan. I would say that the answer to that is “Yes.” 

I am quoting now from the table which was inserted into the record 
by the Assistant Secretary of the Treasury, Fred C. Scribner, Jr. 

These Treasury figures show that for the period 1950 to March 
1957—I am reading from table 3 of his testimony—the Swiss repre- 
sented $488 million out of a grand total of $809 million. So you can 
see that roughly $5 out of $8 represented the Swiss transactions. 

Senator Lauscne. Let me follow that. 

Out of $809 million—— 

Mr. Meenan. Of net transactions in United States corporate stocks. 

Senator Lauscue. For what period ? 

Mr. Meenan. This statement covers the period 1950 to March 31, 
1957. 

Senator Lauscur. Then of the $809 million in corporate stocks 
bought by foreign nationals in the United States in the period of 
1950 to 1957, $488 million were purchased through Switzerland ? 

Mr. Meenan. Yes, sir. 

Mr. McKenna. Is it significant as demonstarting Switzerland’s 
imposing position as an international banker, Mr. Meehan, to note 
that at the end of 1956 she held abot 29 percent of all United States 
corporate stocks held by foreign residents, that is, almost $2 billion 
out of $6.8 billion / 

Mr. Meenan. Yes; I think that is true. 

Senator Lauscnue. At this point, may I ask whether you have an 
opinion why Swiss agencies or Swiss investors have been used in 
the acquisition of U nited States holdings ? 

Mr. Mernan. I don’t know whether I can answer that. We don’t 
have any information with respect to the actual character of these 
transactions. 

Senator Lauscne. Are you familiar with the Swiss law which 
prohibits the disclosure of information showing who the principals 
might. be for whom the Swiss agent acted? Are you familiar with 
the law ? 

Mr. Mrenan. Mr. Lederer, who is Chief of our Balance of Pay- 
ments Division, says yes. 

Mr. Leprerer. We know that is the case, but otherwise we are not 
familiar with it. 

Senator Lauscue. Are you prepared to express an opinion as to 
whether that fact has induced nationals of different nations of the 
world to use Swiss agencies in the acquisition of American securities ? 

Mr. Mreenan. [ should think it certainly was a factor. 

Senator Lauscur. Somewhere in your testimony, you state it is 
impossible from your statistics to show for whom the Swiss agents 
acted. 
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Mr. Megenan. Yes, sir. 

Senator Lauscnr. Whether it was for Swiss nationals, nationals of 
the United States, or nationals of other nations of the world. 

Mr. Mernan. We do not know. 

Senator Lauscur. Proceed. 

Mr. McKenna. Mr. Meehan, on that point, do your statistics in- 
dicate at all for what national groups the Swiss really hold the stocks ? 

Mr. Meenan. No. 

Senator Lauscur. You would find it impossible to acquire that. in- 
formation on account of the Swiss law which we discussed a moment 
ago ? 

Mr. Mernan. That is true. 

Mr. McKenna. Mr. Meehan, you note on page 9 that your sources 
of information vary greatly in coverage and accuracy. Have you any 
reason to believe that the coverage and accuracy factor for Swiss 
holdings is adequate and reliable? 

Mr. Meeuan. We believe that the information we have with regard 
to the Swiss holdings is generally the same quality as for the total 
and for other segments. We do not believe there is any difference 
between the quality of our figures for the Swiss and the others. 

Senator Lauscue. The quality of your figures is identical when 
compared to the different nations of the world becauses your infor 
mation is all acquired from sources within the United States / 

Mr. Meenan. That is generally true. 

Senator Lauscue. Well, it is true / 

Mr. Meenan. Are there any exceptions to that, Mr. Lederer’ That 
is correct. 

Senator Lauscue. Well, it is true, isn’t it / 

Mr. Meenan. Yes, sir. 

Senator Lauscne. Therefore, what your statistics would show if 
you sought information directly from foreign nations would be de- 
pendent upon what the laws of those foreign nations allowed to be 
disclosed by, let’s say, agents and security and investment houses? 

Mr. Mernan. Yes, sir. 

Mr. McKenna. Mr. Meehan, your department is the major agency 
that tabulates estimates of foreign holdings of United States cor po 

rate stocks as distinguished from purchases and sales of stocks, is it 
not ? 

Mr. Mreenan. Yes, that is true. 

Mr. McKenna. Is your statement on page 11 that these foreign 
holdings of United States corporate stocks are computed from a 
study based on withholding tax returns true in the case of Switzer- 
land, too? 

Mr. Meenan. Yes. 

Senator Lauscne. Your statistics are predicated upon the with- 
holding tax that you acquire from United States sources but do not 
reflect with certainty who the debtor of that tax was / 
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Mr. Meenan. Well, I am not clear as to your question, Mr. Chair- 
man. 

Senator Lauscue. That is, the withholding tax shows that X was 
supposed to pay it ¢ 

Mr. Pizer. Yes. The withholding tax would tell us what corpo- 
ration was paying the dividends and it would tell us to what coun- 
tries it was being paid, but it wouldn't tell us who the beneficial 
owner of the particular security was. 

Senator Lauscuer. That is the point I am trying to make. 

Mr. McKenna. Do I understand correctly that these corporate 
securities holdings may be even greater in value than shown in non- 
dividend paying corporations were to be included 4 

Mr. Mrenan. Yes, that is true. As I indicated in my statement, 
the figures do not show those corporations. 

Mr. McKenna. From a technical statistical standpoint, how accu- 
rate are your projections of these figures from the last actual com- 
plete study of foreign holdings of stocks in 1949 and bonds in 1950? 

Mr. Mreuan. We feel that we have in our estimate the general 
magnitude of the movement. 

We feel we show during the period under discussion and in the 
short-run period the changes in the movement. 

I would say that under the system—that is, the system under 
which we collect the information—we do not have in the extension 
of the estimates, the total of all transactions. We missed some. 

The reason why, I tried to indicate in my statement; so that I 
would say that we have an accurate trend, we have a reasonably cor- 
rect approximation of the total, but our figures represent some under- 
statement. 

Mr. McKenna. Thank you, Mr. Meehan. 

On page 7 of your statement you indicate purchase and sales sta- 
tistics, showing the country from which the order is received. If a 
Swiss bank, then, ordered a United States broker to purchase United 
States corporate stock on the New York Stock Exchange and reg- 
ister it in the name of a United States nominee, would this trans- 
action when completed be included in your table of Swiss holdings 
of United States corporate stocks ? 

Mr. Meenan. Well, I think that Mr. Pizer can perhaps express the 
answer somewhat better than I can, and I believe I will ask him te 
lo so. 

Mr. Pizer. I think in the particular situation that you mentioned 
it is most likely that it would be included. However, these situations 
become very complex, and it is difficult to know how a given bank 
might report these transactions from time to time. 

Mr. McKenna. My next question, sir, was going to be: Would the 

result be the same if the purchase were paid for by a United States 
correspondent bank of the Swiss bank? 
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Mr. Meeuan. I think so. I believe in principle the bank or broker 
that was responsible for reporting would be guided by whether the 
purchaser or seller was a foreign resident, and it would not make any 
difference to whose account or in what custody the security was placed. 

Mr. McKenna. The purpose of this series of questions was to ex- 
plore what sources of information we now have in the various Federal 
agencies of the United States Government concerning foreign hold- 
ings of United States corporate securities and to get some idea of 
their accuracy and reliability. 

Thank you very much. 

Mr. Meenan. Thank you, Mr. Chairman. 

Senator Lauscue. I was just going to put one final question. If you 
don’t feel that you want to answer it, it is all right. 

Does it strike you as extraordinary that through Swiss investment 
houses $488 million of United States securities have been purchased 
out of a total of $809 million purchased by all nations from 1950 to 
1957 ? 

Mr. Mernan. Yes. 

As I tried to indicate in my answer to an earlier question, I think 
it is significant in relation to the position of the Swiss banking system 
in this international market. 

Senator Lauscue. Thanks very much, Mr. Meehan. 

Mr. Meenan. Thank you, Mr. Chairman. 

(The tables referred to in Mr. Meehan’s statement follow :) 
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TABLE III.—Foreign holdings of United States corporate stocks, by selected 
countries, 1946-55 


[Market values; millions of dollars] 


Value, year-end Change in 1956—| 
ore eee a | Value, 
Net | Price | year-end 
1946 1949 1953 1954 1955 foreign | increase | 1956 

purchases | 

| 
Potal_- ; J $2,440 | $2,240 | $3,400 | $5,004 | $6,325 +$256 $253 $6, 834 
Western Europe-. 1, 690 1, 490 2, 350 3, 485 4, 468 +231 179 | 4, 878 
Belgium : 62 68 103 150 197 +22 8 227 
France 193 57 100 157 205 +19 s 232 
Netherlands 430 312 374 491 581 —10 23 594 
Switzerland KOS 522 903 1, 353 1, 796 +118 72 1, 986 
United Kingdom 418 150 744 1, 153 1, 461 +75 58 1, 594 
Other countries 82 81 126 181] 228 +7 9 244 

Western European depend- 
encies 50 52 80 11S 154 +8 6 168 
Canada 460 480 650 910 1, 066 ~21 43 1, O88 
Latin America 174 173 245 377 ist +26) 19 529 
All other 66 45 75 114 153 +12 6 171 
Source: U. 8. Department of Commerce, Office of Business Economics. 


Mr. McKenna. Mr. Chairman, I would like permission to include 
in the record a letter dated May 22, addressed to Senator Fulbright 
as chairman of the full committee from Secretary of Commerce Sin- 
clair Weeks, commenting upon S. 1601. 

Senator Lauscne. It will be included in the record. 

(The letter referred to follows :) 


THE SECRETARY OF COMMERCE, 
Washington, D. C., May 22, 1957 
Hon. J. W. FULBRIGHT, 
Chairman, Committee on Banking and Currency, 
United States Senate, Washington, D.C. 

DEAR Mr. CHAIRMAN: This letter is in reply to your request dated March 18, 
1957, for the views of this Department with respect to S. 1601, a bill to amend 
the Securities Exchange Act of 1934, as amended, so as to require that proxies 
given with respect to certain securities disclose the beneficial ownership of 
such securities. 

If enacted, this bill would have the effect of making it unlawful to give 
proxies for the voting of corporation stock unless such proxy is voted by the 
beneficial owner of the stock, or the proxy shows the name and last known address 
of such beneficial owner. 

The purpose of this proposal is to require that the true ownership of all stock 
voted in stockholder contests be divulged at the time it is voted. There are 
currently a number of important corporation contests going on in which it 
is reputed that large amounts of stock are being voted through foreign coun- 
tries without the ownership of the stock being revealed by the trustee exercising 
the proxy. This makes it difficult to control undesirable types of manipulation 
or exploitation of corporations. 

While the Department of Commerce believes that the objectives of this legis- 
lation are desirable, we would defer to the views of the Securities and Exchange 
Commission with respect to the adequacy of S. 1601 for this purpose. 

We have been advised by the Bureau of the Budget that it would interpose 
no objection to the submission of this report to your committee. 

Sincerely vours, 
SINCLAIR WEEKS, 
Secretary of Commerce. 


Senator Lauscur. On May 22, 1957, 1 addressed a letter to the 
Attorney General on this legislation. That letter, and the reply, will 
be inserted in the record. 
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(The letters referred to follow :) 


SENATE COMMITTEE ON BANKING AND CURRENCY, 
SUBCOMMITTEE ON SECURITIES, 
Vay 22, 1957. 
Hon. HERBERT BROWNELL, 
Attorney General, 
Department of Justice, Washington, D. C. 

DEAR Mr, ATTORNEY GENERAL: The Subcommittee on Securities of the Senate 
Committee on Banking and Currency is currently holding hearings on certain 
securities bills now pending before it. As chairman of the subcommittee I would 
appreciate receiving for inclusion in the record pertinent factual material I 
understand your Department has offered to supply. Since the hearings are 
scheduled to end on May 29, I trust I may receive the information by that date. 

I shall try to outline the area in which facts in the possession of the Depart- 
ment of Justice could prove helpful to the subcommittee in its consideration of 
some of these bills. 

1. In each of the last 10 years how many cases have been referred to your 
Department by the Securities and Exchange Commission for possible crimi- 
nal prosecution? 

2. How many of these causes involved possible violations of law, rules, or 
regulations relating to securities offered to the public pursuant to regulation 
A of the Securities and Exchange Commission ? 

Answers to the following should distinguish between the rererrals under item 
1 and item 2. 

3. In how many of these cases were indictments obtained from a grand 
jury? For what crimes? 

!, In how many of these cases were criminal prosecutions commenced 
otherwise than on the basis of grand jury indictments? For what crimes? 

In how many of the prosecutions mentioned in items 3 and 4 were con- 
victions obtained? 

6. Of what crimes were the accused convicted in these cases? 

7. What was the range of fine and imprisonment imposed on such accused ? 
What was the average fine and imprisonment? 

S. During each of the past 10 years, how many cases involving possible 
instances of violation of Federal securities laws were handled by your 
Department without referral from the Securities and Exchange Commission ? 

% As to those cases please give information of the type requested in items 
1 to 7, inclusive. 

Sincerely yours, 

FRANK J. LAUSCHE, 
Chairman, Subcommittee on Securities, 


Committee on Banking and Currency. 


DEPARTMENT OF JUSTICE, 
June 7, 1957. 
Hon. FRANK J. LAUSCHE, 
Chairman, Subcommittee on Securities, 
Committee on Banking and Currency, 
United States Senate, Washington, D.C. 

DEAR SENATOR: Reference is made to your letter dated May 22, 1957, addressed 
to the Attorney General, which has been referred to me for reply. You request 
information with reference to prosecutions initiated in connection with statutes 
administered by the Securities and Exchange Commission and have propounded 
nine questions. 

A definitive response to your questions would entail a study of each of hun- 
dreds of the Department’s files, since the Department maintains no statistics in 
references of Securities and Exchange prosecutions. This examinution would 
be protracted and not possible to complete in time to be of benefit to your sub 
committee. However, a publication of the Securities and Exchange Commission, 
entitled “22d Annual Report, Securities and Exchange Commission, 1956,” cover- 
ing the fiscal year which ended June 30, 1956, contains answers to most of your 
questions as pertaining to that period. A copy of this report was transmitted to 
the President of the Senate and the Speaker of the House of Representatives on 
January 3, 1957; by the Chairman of the Securities and Exchange Commission. 

Answers to questions 1, 8, 5, 6, and 7, as pertains to the fiscal year ending 
June 30, 1956, appear in table 15, pages 254 through 257 of the report above cited. 
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And by reference to table 24, page 266, of the same report, some information 
which may be pertinent to your questions is contained for the fiscal years 1934 
through 1956. Data for previous fiscal years similar to that contained in tables 
15 and 26 are undoubtedly contained in the annual reports for those years 
published by the Securities and Exchange Commission. 

In this connection, the Securities and Exchange Commission publishes a quar- 
terly bulletin, which is now in the 23d volume, containing information of viola- 
tions reported to the Commission. That publication enunciated the specific 
cases, the persons or firms involved, the nature of the offending conduct, the ac- 
tion taken, and whether by the State or Federal Government. Also, as a possible 
source of information, the Securities and Exchange Commission publishes 
monthly a statistical bulletin as well as other documents, the list appearing on 
pages 218 and 219 of the 22d annual report. 

With reference to questions 2 and 4, the Department is unable to furnish this 
information for the reason previously stated. However, it is believed that this 
information may be obtained from the Securities and Exchange Commission in 
view of the statistics maintained by that Commission. 

Sincerely, 
WILLIAM P. RoGErs, 
Deputy Attorney General. 


Senator Lauscur. The meeting will stand recessed until tomorrow 
morning at 10 o’clocek. 

(Whereupon, at 11:35 a. m., the subcommittee recessed until 
a.m., the following day, Friday, May 24, 1957.) 
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FRIDAY, MAY 24, 1957 


Untrrep Sratres SENATE, 
(COMMITTEE ON BANKING AND CURRENCY, 
SUBCOMMITTEE ON SECURITIES, 
Washington, D. C. 

The subcommittee met, pursuant to recess, at 10:05 a. m., in 
room 301, Senate Office Building, Senator Frank J. Lausche, chair- 
man of the subcommittee, presiding. 

Present : Senators Lausche, Capehart, Bennett, and Bush. 

Senator Lauscue. The subcommittee will come to order. 

Mr. Riter, you may proceed. 


STATEMENT OF HENRY G. RITER III, CHAIRMAN, EXECUTIVE 
COMMITTEE, NATIONAL ASSOCIATION OF MANUFACTURERS 


Mr. Rrrer. All right, sir. 

My name is Henry G. Riter III. I am president of Thomas A. 
Edison Industries of MceGraw-Edison Co., West Orange, N. J. I 
am also chairman of the executive committee of the National Associa- 
tion of Manufacturers. It is asa representative of the National Asso- 
ciation of Manufacturers that I make this appearance before your 
committee. 

The National Association of Manufacturers is a voluntary member- 
ship association of approximately 21,500 subscribing members consti- 
tuting a representative cross section of the American industry. A 
great majority of these members come within the generally accepted 
definition of small business. In fact, 83 percent have 500 or fewer 
employees. 

Our principal reason for offering testimony is to oppose S. 1168, 
which would extend Government regulations over new segments of 
industry. We do not believe this is necessary or desirable. 

A little less than 2 years ago, I had the privilege of submitting a 
statement to this committee on S. 2054, which, as I recall, was an up- 
dated version of the Frear bill. My statement was in opposition to 
S. 2054 largely for the same reasons that we are opposing S. 1168, which 
it seems to me is another up dating of the same basic proposal. 

The National Association of Manufacturers does not believe that iso- 
lated instances of lack of information should be used as a basis for 
unnecessarily burdening businesses not seeking capital and not wish- 
ing to enjoy the privileges of listing on a national securities exchange. 
S. 1168 is considered to be such an unnecessary burden. 

Businesses realize that one of the best things they can do from their 
own point of view is to let their shareholders, their employees, and the 
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citizens of their communities know as much about the affairs of their 
companies as possible. ‘To accomplish this, great efforts are expended 
to make financial reports readable, to encourage attendance at annual 
meetings, and to bring about a widespread knowledge of company 
operations. 

It is respectfully submitted that, for the most part, financial in- 
formation concerning corporations is available to shareholders. Man- 
agement is highly responsive to the wishes of its shareholders and is 
seeking continually to satisfy and even to anticipate those wishes and 
to bring about an ever-increasing interest in the welfare of the firm. 
Industry has felt this can best be accomplished through providing the 
investing public with confidence in management. Great strides have 
been made by industry in educating the investing public in the prob- 
lems of business and in e xplaining management’s logic in seeking solu- 
tions. Indeed, each year it becomes apparent that increasing num- 
bers of corporations are vying with each other not only to simplify 
their financial statements, but to make them so eye-catching that they 
almost compel the attention of the shareholders. In fact, nationwide 
contests are now held to select the most outstanding annual report. 

I assure you that the interest and competition in that is increasingly 
keen. 

The National Association of Manufacturers endorses the desira 
bility of advancing the education of the American investor and 
panding the number of shareholders in American business. Indus 
try, investment counselors, and various publications are performing 
notable service along these lines. We believe the ital’ ng public 
will be more adequately informed through the continuation of these 
efforts than can be achieved through Government regulation. 

In my previous experience as an investment dealer, I found no diffi 
culty in securing adequate information from companies whose secu 
rities are held by the public. I am confident that the experience of 
other investment dealers has been the same as mine. Moreover, a 
great deal of valuable information is made available to the public 
through various services, such as Moody's Investors Service, Standard 
& Poor’s, and Fitch Investors Service. 

Many States require that annual financial reports be submitted 
to shareholders. Many also provide that all the books of account 
and other records of operations be open to shareholders at all reason- 
able times, save and except for unreasonable and improper purposes. 
Many States even provide for inspection by other interested persons, 
inc luding creditors. 

It is well known that, in cases where corporations issue debt secu- 
rities to the public, the indentures under which such securities are 
issued ordinarily create a contract right of a of books and 
records by the holders of the debt securities or by their representa 
tive, usually a financial institution. 

The Securities Act of 1933 was to assure the potential investor of 
full and adequate information regarding a new issue of securities and 
the Securities Exchange Act of 1934 Fin to protect against un 
ethical dealings in securities markets. 1168 goes beyond the orig- 
inal concept of these acts. Chinkediee would be affected that are 
neither seeking new capital through the sale of securities nor seeking 
the advantages of listing. The present acts seem to provide some logic 
in the manner in which companies are exempted or not exempted. 
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Under those acts, companies seeing new capital or listing must meet 
certain requirements. 

In this connection, it should be borne in mind that no company 
must have its stock listed on an exchange; but if it does, it acts with 
the full knowledge that it must submit to certain rules and regula- 
tions which have been set down by the Congress and by the Securities 
and Exchange Commission as well as by the particular exchange. 
This, therefore, is a voluntary standard. A standard which would 
apply to corporations having more than 750 stockholders or debt 
securities of more than $1 million outstanding in the hands of the 
public, and $2 million of assets, is quite an arbitrary standard. 

There has been a marked tendency over the years toward the cen- 
tralization of power in the hands of the Federal Government. The 
National Association of Manufacturers does not feel this to be a 
proper or healthy development. Increasingly, the rights of States 
and localities, and of firms and individuals, have been absorbed and 
usurped by a central government. ‘The development of a great 
bureaucracy and the resulting tax burdens are not in the public in- 
terest. There is ample evidence on all sides that the benefits of such 
bureaucratic growth are not proportionate to the costs 

Inclusion of a firm under S. 1168 would subject the company to 
two methods of reporting. One would be to the State by which the 
corporat ion is chartered, and the other to the Securities and Exchange 
Commission. 

Fear has been expressed in view of testimony on previous bills that 
the present financial and numerical limitations may be considered 
= as expedient temporary levels. This is evidenced by the com- 
ment, “We felt it was not wise to undertake too burdensome an under- 
taking at the start.” Therefore, if the principles embodied in this 
bill are accepted, there is nothing to prevent its ultimate etxension 
tosmaller and smaller companies. 

Simply because a company has managed to grow and to attract a 
fair number of shareholders, must it be singled out for additional 
Government regulation? Does not this appear to be an unwarranted 
penalty on progress ¢ 

Requirements of S. 1168 would impose serious financial burdens 
upon smaller businesses. An estimate has been made that, even for 
the smallest companies, an expenditure of from $10,000 to $15,000 a 
year would be involved—and I add parenthetically that that is, I 
think, a magnificent understatement—to secure the type of account- 
ing and legal assistance necessary to comply with the intricate 
mi ‘urities and Exchange Commission requirements. 

. 1168 will, without question, put an additional supervisory burden 
si expense on the Securities and Exchange Commission by enlarging 
the jurisdiction of the Securities and Exchange Commission. In testi- 
fying with respect to S. 2054, the Chairman of the Securities and 
Exchange Commission estimated such costs at $500,000 a year plus 
the cost of initial equipment. These costs would have to be borne 
by the taxpayers generally which would include the companies affected 
by this bill. Expenses of this magnitude can be considered in no 
light other than as large at a time when widespread demand for 
economy is apparent throughout the country. 
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We feel it is generally agreed that, if the United States economy 
is to continue to grow with vigor, every encouragement must be 
given to new and smaller enterprises with no unnecessary impediments 
being permitted, 

The National Association of Manufacturers urges that S. 1168 not 
be reported out of committee. 

Thank you very much, Senator. 

Senator Lauscnus. Senator Bush, Mr. Riter just read his written 
paper, expressing his views and those of the National Association 
of Manufacturers. 

Mr. Rrrer. Yes, sir. 

Senator Lauscur. Mr. McKenna. 

Mr. McKenna. Mr. Riter, our files do contain complaints from 
stockholders about their inability to obtain adequate information 
about corporate finances and affairs. It should also be remembered, 
of course, that not all dissatisfied stockholders take the trouble to 
write to this committee about their problems. 

Would you object to a Federal law assuring bona fide stockholders 
a right to corporate information about finances and affairs upon re- 
quest without requiring the corporations that would be included 
in this bill to file comprehensive reports with the Securities and 
Exe eee s ‘Commission ¢ 

Rrrer. Mr. McKenna, offhand my own feeling is that that sort 
of ttn can best be taken care of by the States in which a company 
is incorporated. Frankly, I rather shudder at the idea of Federal 
legislation on the subject. 

Mr. McKenna. I appreciate your personal views, sir, but appar- 
ently some of the stockholders feel under current State laws they are 
not able to acquire the information to which they think they should 
be entitled. 

Mr. Rrrer. I was in the securities business for a number of years. 
I have not been for the last 8 or 9, but my experience in it covered, 
as you can see from my gray hair, several decades. I frankly found 
it was very rare when I could not secure information for my clients 
about companies in which they were interested, or companies that I 
thought had securities in which they might be interested, too. 

Mr. McKenna. Mr. Riter, would you consider a company with $43 
million in assets a small business ? 

Mr. Rrrer. No; I would not consider that a small business. 

Mr. McKenna. It is interesting that we have analyzed the average 
asset value of the corporations that would be brought within the 
terms of this bill according to the Securities and Exchange Commission 
studies, and it so happens that that is the average asset value of the 
corporation. It is a little startling in view of the fact that the asset 
value specified in the bill is $2 million or more. Of course, the ex- 
planation is, when you combine it with the other tests in the bill, of 
distribution of stock ownership, and the amount of outstanding debt 
security, it raises the asset value considerably. So in this case we are 
not apparently talking about what most of us would think of as a 
small business in terms of asset value. 


Mr. Rrrer. Yes. 
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(The following was ordered inserted in the record :) 


MEMORANDUM 
Max 23, 1957. 
To: Senator Frank J. Lausche. 
From: William F. McKenna, counsel. 
Subject: Average asset value of corporations affected by 5, 1168, 

As noted in the See 17, 1956, report of the Securities and Exchange Commis- 
sion on 8. 2054, 84th Pomeseem to the chairman of the a Committee on 
Banking and Currency (appearing in that committee's May 25, 1956, committee 
print), the criteria used in the committee print of the bill 18. 2054), dated 
August 5, 1955, would bring within its scope 1,205 corporations having $35,435 
million in assets that are not already subject to the proxy and insider trading 
restrictions of the Securities and Exchange Commission. This is equivalent 
to an average asset figure of $29,406,639 for each of these 1,205 corporations. 

In the February 6, 1957, report of the Securities and Exchange Commission 
to the chairman of the Senate Banking and Currency Committee (appearing 
in that committee’s February 11, 1957, committee print), it was noted that re- 
moval of the exemption for insurance companies given in the August 5, 1955, 
committee print of the bill would result in additional inclusion within the scope 
of the bill of 169 insurance companies having total assets of $24,355 million, 
not now subject to the proxy and insider trading restrictions of the Securities 
and Exchange Commission. This is equal to an average asset value of $144,- 
112,426 for each of the 169 insurance companies. 

Since S. 1168 contains no exemption for insurance companies, it would bring 
within the Securities 7. Exchange Commission’s proxy and insider trading 
restrictions a total of 1.374 corporations with total assets of $59,790 million, 
an average assets value of $43,369,723 

Hence, although the asset criterion under the bill is only $2 million, the studies 
show that the corporations affected by it would actually have an average asset 
value of more than $43 million. Even if the effect of the 169 insurance com- 
panies in building up this average asset value is omitted, the average asset 
value of the remaining 1,205 corporations exceeds $29 million. 

This result comes about because in addition to the asset test, S. 1168 contains 
a distribution test for equity securities and a value test for debt securities. 

These statistics should be kept in mind whenever references are made to the 
small size of the corporations to which S. 1168 applies. 


Mr. McKenna. As to the argument that it is a matter of discretion 
with the issuer as to whether he wants to come within Securities 
and Exchange Commission jurisdiction or not, how do you recon- 
cile this with the theory that the 1933 and 1934 laws, as I understand 
it, were passed primarily for the protection of the investor and the 
public, and only indirectly as protection for the issuer 

Mr. Rirer. I never thought of it quite as you ceil it there. 
I realized that those bills were enacted for the protection of the 
investor and the public, and I personally have no quarrel with that 
at all. 

Senator Bennerr. May | interject something at this point? 

Mr. McKenna. Yes, sir. 

Senator Bennert. As I understand your statement that these com- 
panies could come in voluntarily, or not be covered, as they wished, 
you were referring to the fact that the -y had a choice of listing their 
securities on an exchange or withholk ling that listing. Is that not 
the extent of the voluntary privilege you were trying to cover? 

Mr. Rirer. Yes, Senator Bennett, that is what I had in mind; 
that if a company wanted to secure new capital and it would choose 
to secure new capital under the 1933 act it would register and comply 
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with the regulations of that act. If it wanted to enjoy the benefits 
and privileges, or whatever you want to call them, of being listed on a 
national securities exchange, then it subjected itself to the provisions 
of the 1934 act. It certainly lay within the province of the corpora- 
tion to decide in the first instance whether it wanted to secure new 
-apital, and, if so, that is what it has to do. 

Mr. McKenna. What I was doing, Senator, was focusing the spot- 
light, as it were, on the interests of the investor and the public, which 
is the purported reason for this legislation, rather than primarily a 
question for the discretion of the issuer as to whether he wants to 
come within the terms. 

Senator Brennerr. I do not think there is any real difference be- 
tween you, but I was hoping Mr. Riter’s testimony would not indicate 
any lack of interest in the investor. 

Mr. McKenna. ‘The question was raised the other day, in testimony 
given by the Securities and Exchange Commission Chairman, Mr. 
Riter, whether there should be more vigorous inspection and enforce- 
ment under present Federal security laws, at an added cost, I believe 
he estimated, of $500,000 a year; or, whether that amount could be 
better used to administer the new responsibilities S. 1168 would place 
on the Commission. Do you have any opinion on that now / 

Mr. Rrrer. That is certainly a little diflicult to comment on. I think 
I would certainly say, first of all, I am certainly against fraud. I 
have full sympathy with any regulations that would help the Securi- 
ties and Exchange Commission to enforce the law, and enforce its own 

regulations. It is pretty diflicult for me to answer the question as to 

whether the money could be better spent, as I underst: and it, by better 
enforcement of existing regulations, or to take on added responsibili- 
ties in the case of this bill. I think maybe I almost have to go back 
to that old saw about the farmer who said, “I ain’t farming yet as 
well as I know how.’ 

So maybe I would lean toward their doing the best possible job 
with what they have got to enforce before they take on added 
responsibilities. 

Mr. McKenna. Of course, the difficulty by implication with the 
suggestion of the Securities and Exchange Commission is, it would 
require an additional appropriation of $500,000 a year to carry out 
their present work. Obtaining that seems to have some problems in 
it at the present day. 

Mr. Rrrer. I have read quite a little bit about those problems in the 
newspapers. 

Mr. McKenna. This is not directly on the subject, perhaps, but 
would you favor an increase in fees presently charged by the Securi- 
ties and Exchange Commission to help make them more self-support- 
ing? That proposal has been advanced. 

Senator Lauscne. Give that deep thought, because it is going to be 
judged in a large degree on the attitude with which you approach this 
subject, especially since you represent the N: ational Association of 
Manufacturers. ‘The question is whether fees ought to be charged 
that would in substance make this a self-supporting unit. 

Mr. McKenna. At least more self-supporting than it is under the 
current situation. 

Senator Busu. I wonder whether Mr. McKenna could tell us what 
the Commission has said on that subject itself. 
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Mr. McKenna. It has commented in a letter to Senator Lausche 
that it has had in contemplation an increase in the fees charged, and 
has made certain suggestions. 

Senator Busn. My impression is, and I think the witness ought to 
know this before he answers the question—my impression is in in- 
formal conversations with the Commission and its Chairman, that 
they think an additional fee could properly and should properly be 
charged. 

Mr. McKenna. That is right. 

Senator Busnu. I think the witness ought to know that before he 
has to answer the question. 

Senator Lauscue. I am glad he has been told. 

Senator Busu. That is expressed in the record in a letter to this 
committee, Mr. Chairman. 

Mr. McKenna. That is correct. This letter is already in the record 
of these hearings at an earlier date. 

Mr. Riter, what the Chairman of the Securities and Exchange 
Commission, Mr. Armstrong, said on this subject, was as follows: 


* * * the Commission submitted to Senator Fulbright on February 14, 1957, 
a program for increasing the fee receipts of the Commission. Under present 
law, the Commission is required to collect fees for registration of securities 
issued; qualification of trust indentures; registration of exchanges; and sale 
of copies of documents filed with the Commission. These fees are all deposited 
to the General Fund of the Treasury and are not available for expenditure by 
the Commission. However, the statutory fees have the effect of reducing the 
net cost to the general taxpayer of the operations of the Commission. 

Under present law, the fee for registration of securities issued under the 
Securities Act of 1933 is one-one hundredth of 1 percent of the maximum aggre- 
gate price of the securities proposed to be offered (equal to 10 cents per $1,000), 
but not less than $25, and we do not propose any change in this fee. Under 
present law, the fee for the registration of exchanges under the Securities Ex- 
change Act of 1934 is one-five hundredth of 1 percent of the aggregate dollar 
amount of stock exchange transactions (equal to 2 cents per $1,000). In prac- 
tice, this fee is passed on to investors by brekers’ charges to their customers in 
connection with transactions executed on the exchanges and appears on the 
contirmations furnished by brokers to their customers covering such transac- 
tions. The fees under the Securities Act were $1,267,218 in fiscal year 1956, 
the fees under the Securities Exchange Act $785,214, and the aggregate fees 
$2,053,932. 

We propose that the fee under the Securities Exchange Act be changed from 
the present rate of 2 cents per $1,000 to a rate of 5 cents per $1,000, and that 
a similar registration fee for brokers and dealers of 5 cents per $1,000 on trans- 
actions effected otherwise than on a national securities exchange be included. 
If the proposed fees had been in effect during 1956, it would have resulted in 
receipts by the Commission of approximately $4,250,000. 

We believe that if the Congress desires to increase the receipts of the Treas- 
ury from the fees provided by the Federal securities laws, this proposal would 
be an appropriate and feasible method of so doing. 

The Commission respectfully suggests that this proposal for legislation would 
provide an equitable means of substantially increasing the reimbursement to 
the Treasury for the Commission’s cost of operation by spreading the impact 
of the fees over all of the investing public for whose benefit the various acts we 
administer were enacted without imposing any undue burden upon any securities 
industry organization or group or class of investors. 

Mr. Rrrer. Am I correct that that one fee would multiply by two 
and one-half the present rate ? 

Mr. McKenna. That is correct. For registration on the exchanges. 

Mr. Rirer. That would seem to be quite a high rate of increase, I 
should think. 

Senator Busn. Multiplying a very low fee by a high multiplier, you 
still end up with a very low fee. 








146 SEC LEGISLATION 


Mr. Rirer. Yes. 

Senator Lauscne. May I add that multiplying nothing by a mul- 
tiple, regardless how high it is, still brings you to nothing. 

Mr. Rrrer. But I also noticed that the total result will be to double 
the income. So, evidently, either the multiplier or the multiplicand, 
whichever way you spell it out, finally does produce a figure of $4 
million instead of $2 million. 

Mr. McKenna. That is correct. 

Senator Busn. I would like to ask counsel parenthetically, what is 
the status of that situation ? 

Mr. McKenna. We are now considering it in subcommittee, and 
there is no bill on it as yet. 

Senator Busu. I think that ought to be brought up. 

Mr. McKenna. I mention it because this is already in the record 
of hearings. It has been laid in. 

Senator Lauscnue. Disregard what I said a moment ago. May we 
have your views on the item? 

Mr. River. I may say this is brand new to me and I have not had 
any opportunity to consider it all, but I am somewhat appalled by 
a doubling of the = I wonder if it is not possible to get at it the 
other way around, by effecting some economies in operation, and 
maybe accomplish the purpose in part that way. 

Senator Bennerr. Mr. Riter, we have just been told that the Com 
mission feels it is at least $500,000 short of carrying out its present 
responsibilities. I think ps wrt of the problem before us is whether this 
added cost should be put on all of the taxpayers, or whether it should 
come back to the purchasers of securities through charges from their 
brokers and exchanges. 

Senator Busn. A little bit like the mail. 

Mr. Rrrer. Yes. I have to give my opinion, and this is my opinion: 
I think agencies of the Government should be self-supporting just as 
far as possible. I must say I do look with some concern on a doubling 
of the total take in connection with the two gins It seems like 
pretty rugged increase to put into effect all at once, but I do favor 
the prince ipal of being self-supporting as mue h as possible. 

Mr. McKenna. Apparently, sir, the proposal is only to increase 
that which affects the 1934 act, rather than the 1933 act, for registra- 
tion of securities. 

Senator Busu. I might say parenthetically, the Commission ad- 
vised us that their volume of business increased since 1953, but actu: ally 
their budget has contracted. They are not spending as much money 
as they were before that. From that standpoint it is a fairly good 
record. 

Mr. Rrrer. I think it is too. 

Senator Busn. But now they are unable to do a lot of very impor 
tant work which they think is of pressing importance in connection 
with fraud prosecution and discovery and prevention and turning it 
over to the Department of Justice, and so forth. 

Mr. Rrrer. I think I will have to let my answer stand, that I think 
agencies should be self-supporting just as far as possible, but at the 
same time, I do look with some degree of horror as to something that 
would double the costs. I think that is going pretty strong. 

Mr. McKenna. Mr. Riter, on page 2 of your statement you implied 
that the information which would be required by this bill is generally 
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already made available to investors. Why, then, would you object to 
having the bill in effect take care of those cases where it 1s not gener- 
ally made available? 

Mr. Rrrer. Excuse me. It is the same old thing we find all the way 
through business. Every time you get another State or the Federal 
Government requiring reports on another subject, you find that it is 
an entirely different set of reports. I think if the company does busi- 
ness in 10 States, it probably finds 10 different sets of regulations. 
I am perfectly sure, whatever standards or regulations would be set 
if this bill passed would be different than the kind of information 
which would be required to be furnished by the State. 

I just feel, Mr. McKenna, that companies generally are doing a bet- 
ter and better job in disseminating information and in informing their 
stockholders. It just seems to me that the voluntary method in recent 
years, at least—for the last 10 years or more—has been working very 
well. 

Mr. McKenna. Mr. Riter, if corporations whose issues are listed on 
a nationally recognized exchange are required in the interests of in- 

vestors and the public to meet certain reporting, proxy, and insider 
trading requirements, for what reasons should corporations equally 
as large in asset value and whose securities are widely held not be sub- 
ject to the same general requirements ? 

Mr. Rrrer. I think I have to go back to my statement in here, Mr. 
McKenna, that I think when a comp: any—and I would assume it would 
be because they thought it was in the best interests of their security- 
holders—decided to list on an exchange or seek new capital under the 
other bill, that in order to acquire those advantages for its stock- 
holders, and, therefore, for the company, it has to meet certain require- 
ments. Where securities are not listed on an exchange, it seems to me 
that it is a little unfair to subject that company to the requirements 
and to the expense and the cost incurred by listing on the exchange. 

I just still keep coming back to this point: That I think the volun- 
tary method is working very well indeed. I am sure you are probably 
familiar with this annual report submission in contests which, 
I mene some years ago some companies or some people in companies 
were apt to take rather lightly. Now I find even the biggest and the 
most active companies in the country are quite interested in this, as 
well as all of the smaller ones. I find that where you find the greatest 
satisfaction is where a relatively small company gets one of those 
Oscars, or is in the running. 

While this whole thing was started for commercial purposes by the 
organization that sponsors all of this, I think they have done a great 
service to the investing public. So I always keep coming back to this 
thought, Mr. McKenna, that such great progress has been made and 
the adequi icy of information is constantly increasing, and the whole 
spirit of the times is that way. It is to furnish the stockholders with 
a maximum of information. 

The company of which I was an officer until a few months ago— 
and I am now an officer of that company as a division of a larger 
one through a merger—our securities were not listed. They were 
dealt in over the counter. We won this Oscar 7 years in a row in 
our particular class, and we took great pride in supplying informa- 
tion that was considered by this board of judges to be quite well done, 
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adequate, and soon. I think that is the whole spirit of the times, and 
I just do not see the need for disturbing what I think is an excellent 
record. 

Mr. McKenna. I think the question is, if all corporations did what 
yours did we would not have any bill before us; but unfortunately 
not all do follow that practice and that is why we must consider this 
legislation. 

Senator Bennerr. For the record, at this point, if either Mr. Riter 
or Mr. McKenna has this, as I understand it there are about 1,300 
companies that would be effectively covered if this law were passed. 

Mr. McKenna. That is correct. 

Senator Bennetrr. How many companies are now listed on the 
exchanges ¢ 

Mr. McKenna. I do not have it immediately before me. 

Senator Bennerr. What I am interested to know is, are we dou- 
bling the burden of the Securities and Exchange Commission, or in- 
creasing it by 10 percent, or more than doubling it / 

Mr. McKenna. As it happens, I am awaiting that information by 
telephone at the moment. (See p. 159.) 

Senator Bennerr. Fine. When that information comes I hope it 
will go into the record, because I think that is pertinent to this par- 
ticular problem. 

Mr. McKenna. Yes. 

Mr. Rrrer. I feel embarrassed that I cannot answer that question 
offhand. 

Senator Lauscue. You would not go so far as to say, Mr. Riter, 
that in the face of the excellent results that are being obt: ined 
through the voluntary conduct of the corporations in giving informa- 
tion, that the whole Securities Exc hange Act should be abandoned ? 

Mr. Rrrer. I certainly would not. I think that the law has accom- 
plished many great benefits for investors and for the public, and for 
all concerned. I certainly do not feel it is necessary to extend it. 

Mr. McKenna. One last question, Mr. Riter. Assuming you were 
in favor of the principle of the bill, would you have any recom- 
mendations for more detailed standards to guide the Securities and 
Exchange Commission in its administrative action under the bill? 

Mr. Rrrer. Gee, that is a tough one. 

Mr. McKenna. The reason why I asked that is, I noticed in your 
testimony before this subcommittee in 1955 you were somewhat criti- 

cal of the lack of such standards in the bill which was then before the 
etiaalidads 

Mr. Rrrer. Well, I think that—— 

Senator Lauscue. Would your question not be just as pertinent if 
you omitted the preface, that is, assuming that he were for it? 

Mr. McKenna. Yes, sir. He has indicated he is not, however. 
That is the only reason why I put the premise in there. 

Mr. Rrrer. Would you mind asking me that question again? I de 
not think I fully grasped it. 

Mr. Mc Kenna. Yes. What more detailed standards would you 
recommend including in this bill as a guide to the Securities and Ex- 
change Commission administrative e action ? 

Mr. Rrrer. When you spoke of my former testimony, I think, as I 
think back now, there were some provisions in that other proposed 
bill which were quite confusing. There were 2 or 3 points. I remem- 
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ber one in connection with debt securities which would be very difficult 
to find out what they were, and so on. I noticed that has been elimi- 
nated in this bill, and I think maybe I referred to several points there. 
But it is very difficult for me to suggest how something might be im- 
proved that I do not approve of, or believe in, in the first instance. 

So I must say, I cannot answer that question any better than to say 
I am just against this bill. 

Mr. McKenna. All right, sir. I have no more questions, Mr. Chair- 
man. 

Senator Lauscue. All right. May I put some questions to you? 

Mr. River. Yes, sir. 

Senator LauscHer. Your association is opposed to this bill because, 
No. 1, you believe that under present State laws the information whic h 
this bill would make available is already made available; No. 2, it 
would impose inordinate expense upon many of the smaller corpora- 
tions, which you believe is not justified. Is that correct / 

Mr. Rrrer. Yes. That is correct. 

Senator Lauscue. No. 3, you have the fear that there is a constant 
expansion of the Federal Government into activities which can ade- 
quately be taken care of by State law. 

Mr. Rrrer. Yes, sir. 

Senator Lauscne. Is that about in substance your thought ? 

Mr. Rirer. Yes, sir, it is, Senator. At the present time we have the 
Federal laws, the two Securities Exchange Acts, and we have laws af- 
fecting the sale and the issuance of securities, and many other require- 
ments relating to finance in the preponderant majority of our States. 
As I said a few minutes ago, I think that the two Securities Exchange 
Acts have served a good purpose, and in very high degree have been 
desirable and well administered, but the fact that we have those acts, 
that we have laws in most of the States, or a large majority of the 
States, affecting the availability, or providing for the availability of 


information to investors; and, finally, because of this great trend in 


recent years which may well have been stimulated by the passage of 
these acts some 20 to 25 years ago—irrespective of the origin of it, we 
do have that increasing trend toward giving more complete and more 
adequate information. 

So, I just hate to see something else superimposed on that whole 
system. 

Senator Busy. May I ask a question at this point? 

Senator Lauscue. Yes, sir. 

Senator Busu. Mr, Riter, you were very active in the investment 
business for many years, we know. 

Mr. Rrrer. Yes, sir. 

Senator Busn. Also you have been active for some years in the 
association which you represent here today. Are you aware of any 
broad public demand, or any demand within the investment industry, 
in support of this bill or a bill of this kind? Do you believe that there 
is any public demand for it, or any segment of the industry that. is 
actually feeling we should have this extension of the authority of the 
Securities and ‘Exe hange Commission ? 

Mr. Rrrer. No, Senator Bush, I am not aware either of a demand 
for it on the part of the public, or industry, or any other segments 
that I might have contact with. I also am not aware of any need for 
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it from the standpoint of abuses in fraud and inability to get informa- 
tion, and all that sort of thing. 

So my answer is definitely that I am not aware of those conditions. 

Senator Busu. I think that is a very important point in connection 
with this bill. 

Senator Lauscur. May I suggest that you read the report of the 
Securities and Exchange Commission on 8S. 2054, dated May 25, 1956? 
There is some statistical information in there that might be interest- 
ing to you. You can do that at some later date. 

Mr. Rrrer. All right. 

Senator Lauscue. That is all I have. Are there any other ques- 
tions? 

Senator Carenart. Unfortunately, I did not get here in time. 

Senator Lauscue. All right, Mr. Riter. That is all. 

Mr. Rirer. Thank you, sir. 

Senator Lauscur. Mr. Murphy, please. 

You may go ahead, Mr. Murphy. 


STATEMENT OF DENNIS E. MURPHY, ON BEHALF OF THE INVEST- 
MENT DEALERS OF OHIO, INC.; ACCOMPANIED BY JOHN W. 
CHRISTENSEN, COUNSEL 


Mr. Murruy. Mr. Chairman and members of the committee, my 
name is Dennis E. Murphy, of Columbus, Ohio. I am appearing in 
behalf of the Investment Dealers of Ohio, Inc., which is an organiza- 
tion of 69 investment firms doing business in Ohio. One of the mem- 
bers of the Investment Dealers of Ohio, Inc., is the Ohio Co., of which 
I am a vice president. 

Mr. John W. Christensen, counsel, is with me today. 

My associate, Ewing T. Boles, who is president of the Investment 
Dealers of Ohio, Inc., and also president of the Ohio Co., appeared 
before this committee in 1955, and testified in opposition to S. 2054, 
which was then before the Committee on Banking and Currency. 
While some of the provisions of S. 1168 are different from those of 
S. 2054, the main objective is the same, namely, to regulate the unlisted 
securities market by requiring corporations meeting certain specified 
standards to file financial statements with the Securities and Exchange 
Commission and to comply with the rules and regulations of the 
Commission. 

In preparing to testify before this committee today, I have read all 
of the testimony contained in the report entitled “Hearings Before a 
Subcommittee of the Committee on Banking and Currency—United 
States Senate,” on June 27, 30, and July 1, 1955. I have also read 
and studied the report of the Securities and Exchange Commission 
to the Committee on Banking and Currency, dated May 17, 1956, so 
that I believe I am reasonably well informed on the arguments which 
were made for and against S. 2054. The objections which are group 
advanced in 1955 to S. 2054 are equally valid today with respect to 
S. 1168. 

I assume that the testimony which was given with respect to S. 2054 
in 1955 will be available to this committee as it considers S. 1168, but 
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for the record I would like to state again why we Ohio dealers are 
against the basic philosophy behind this bill. In view of the substan- 
tial volume of testimony which is already in the record, I will make 
my comments as brief as possible. 


NEED FOR PROPOSED LEGISLATION 


A careful reading of the previous testimony would indicate that the 
sponsors of this legislation are proceeding largely on the assumption 
that the only corporations which make full and complete reports to 
their shareholders are those which have securities listed on a national 
exchange or which have securities registered with the Securities and 
Exchange Commission. Witness after witness at the previous hearings 
testified 1 regarding the remarkable job which most of the corporations 
with unregistered or unlisted securities outstanding are now doing and 
pointed to the progressively enlightened public relations attitude 
which has characterized business management in recent years. 

No one will deny that investors are entitled to full and complete 
information about the companies in which their funds are invested. 
Contrary to the impression created. by the proposed legislation and 
its proponents that investors are denied information, in the great 
majority of cases investors are getting it. 

To support this statement I would like to call to the attention of 
the committee that section of the Report of the Securities and Ex- 
change Commission on S. 2054 to the Committee on Banking and Cur- 
rency appearing at page 10, relating to an evaluation of reports to 
stockholders of 1,161 corporations which the Commission studied. 
The particular table to which reference is made discloses the degree of 
compliance with the Commission’s accounting standards as between 
580 reports by companies subject to Commission regulation and 581 
reports to stoc ‘kholders by companies not subject to Commission regula- 
tion. The table in substance is as follows: 

(The table referred to follows :) 

| Column 1, now Column 2, not now | Total, subject to 


subject to regu- subject to regu- the bill 
lation lation 


Number | Percent | Number | Percent | Number | Percent 


Substantially comply 317 54.7 255 43.9 572 49. 2 
Minor deficiencies 237 40.9 202 34.8 439 37.8 
Total 55 95. 6 457 78. 7 1,011 87.0 
Materially deficient 
Sales and/or cost of sales not shown 20 3.4 | 104 17.9 124 10.7 
Other-_. 6 1.0 | 20 3.4 26 2.3 
Total 26 4.4 124 21.3 150 ‘18. 0 
Tota], all classes 580 100. 0 581 100. 0 1, 161 100. 0 


Senator Lauscne. If you want to comment on the table, I wish 
you would. 

Mr. Murruy. Yes; I have a comment. 

It will be noted that of the companies now required to report to the 
Commission, 40.9 percent had minor deficiencies as compared with 
34.8 percent of the companies not now reporting. In other words, 
the percentage of compliance with the Commission’s accounting stand- 
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ards by the companies not now required to report was higher than 
that of the companies required to report. 

Now let us look at the materially deficient reporting by the two 
classes of corporations. It would appear from the Commission’s 
table that the companies now required to report are doing a better 
job—the deficiency here being only 3.4 percent as compared with 17.9 
percent for the companies not so reporting. But how does this de- 
ficiency come about ? 

The outstanding material deficiency is listed in the Securities and 
Exchange Commission report as being “sales and/or cost of sales 
not shown.” Now it is possible and even likely that this deficiency 
in these reports comes about in many instances because the manage- 
ment did not want to reveal its sales or profits margins to its competi- 
tors and did not disclose these facts for reasons which they considered 
to be in the best interests of their shareholders. 

Reports to shareholders in many instances are prepared not only for 
stockholders’ use, but also for submission to suppliers, customers, credit 

rating agencies, and the like. Thus, management may feel it is ad- 
vinabile not to disclose to the public generally information which it 
might be entirely willing to disclose to shareholders. That is a re- 
sponsibility that management must assume. 

Bear in mind that the report of corporations studied covers com- 
panies with assets of $2 million or more, and having a class of equity 
securities held of record by more than 750 persons or debt securities 

of $1 million registered pursuant to the Securities Act of 1933. 

Competition under our economic system is keen. Many of the small 
companies are in competition with much larger c ompanies with much 
more capital and widespread or even nationwide organizations. They 
cannot hope to compete with the giants in their field in research, man- 
agement, or financial resources. They must guard carefully, there- 
fore, the things which it would be to the financial advantage of their 
competitors, and particularly their large competitors, to know about 
their company. In such instances it is not, I submit, in the interest 
of the public to disclose such information—but rather it would be 
against the interest of the company and its shareholders to do so. 

“Asan ex ample of such an instance I would like to call the attention of 
the committee to a company which our firm financed for the first time 
about 15 years ago. It was a small company. Its management ap- 
peared capable and aggressive. Its earnings were good. The man- 
agement insisted, however, in presenting its operating statement, that 
gross sales and cost of sales not be shown because it did not want its 
competitors to have this information. After careful consideration of 
the management’s viewpoint, we decided to handle the financing, and 
the financial information furnished to investors was complete, in our 
opinion, except for these two items. Since then the company’s busi- 
ness has grown, and last year gross profit was eight times higher 
than it was when we first financed the ¢ ompany. 

Which is paramount in such cases—the interests of the company and 
its shareholders, or the interest of the public which has no investment 
in the company ? 

We do not advocate the withholding of such information from 
shareholders, but there are occasions when management may be justi- 
fied in withholding information from those not entitled to have it. 
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The Securities and Exchange Commission report does not indicate 
the size of the companies which failed to supply sales information, 
but it is reasonable to assume that the list includes a number of small 
companies. Absence of this type of information, while not complying 
with Securities and Exchange Commission accounting practices, is 
not a serious or vital omission insofar as the shareholders are con- 
cerned. 

More important, it seems to me, is the protection of these small 
companies from their big competitors. Many States have recognized 
the danger inherent in the public distribution of such information by 
prov iding cor porations and their shareholders protection against dis- 
closure of such information for unreasonable and improper purposes. 
At the same time, practically every State recognizes and enforces the 
right of shareholders to be furnished with information concerning 
their companies and to examine their books and records for proper 
purposes. 

It is not unreasonable, in my judgment, to classify such reports, 
that is, reports where the only omission is information as to sales and 
cost of sales, as satisfactory. If these reports, therefore, were in- 
cluded with the other two classifications in the Securities and Ex- 
change Commission report, the Commission’s study would indicate 
that the total number of companies making satisfactory reports to 
stockholders was 96.6 percent—an eminently impressive record. 

I think that, on the whole, the Securities and Exchange Commis- 
sion demonstrates conclusively the lack of need for this legislation to 
secure adequate reports to stockholders. 





REPORTS AT THE STATE LEVEL 


The corporations which are not now subject to the Securities and 
Exchange Commission reporting requirements and which appear to 
give proponents of this bill the most concern are the smaller ones 
doing primarily an intrastate business. Here, too, improvement in 
reporting techniques continues to be made and generally speaking a 
good job is being done by most companies. 

Most States have laws governing the sale of new issues of securities 
which adequately provide for the ‘supplyi ing of information which is 
available for shareholder examination. In Ohio, for instance, the 
statutes explicitly provide that every shareholder is entitled to receive 
annual reports and that all books of account and other records of 
operations are open to shareholders at all reasonable times except for 
unreasonable and improper purposes. 

As an example of the effort being made by Ohio industry to keep 
its shareholders and others informed about its business, I have brought 
along with me copies of the annual reports of several Ohio companies 
which are doing an excellent public relations job. 

Senator Lauscur. Would you identify the companies / 

Mr. Mureny. One company is the Federal Glass Co.; one is the 
Sorg Paper Co.: one is the O. M. Scott & Sons Co.; one is the Big Bear 
Stores Co. These are just a few examples of the type of reporting 
which we see being done more and more frequently. 

I am not as familiar with the type of reports being issued by small 
companies in other States, but I have seen a good sampling of them 
and I believe that generally speaking the sm: all companies are making 
a sincere effort to keep their shareholders well informed. 
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It is my judgment, therefore, that the State laws give ample protec- 
tion to investors in such securities. As support for my judgment in 
this connection, I would like to call the attention of the committee to 
the letter which Edmond H. Savord, former chief of the Division of 
Securities of the State of Ohio, sent to Mr. Myer Feldman, counsel, 
Committee on Banking and Currency, dated July 27, 1955, in answer 
toa letter from Mr. Feldman dated July 6, 1955. 

Judge Savord is a distinguished member of the Ohio bar and has 
served with distinction in various public offices. Because of his broad 
experience in the law and in the field of securities regulation and the 
significance and importance of his remarks, I am attaching to this 
statement a copy of his letter marked “Exhibit A.” However, I would 
like to quote a few pertinent paragraphs from his letter, as follows: 


Thoughtful consideration of all the provisions of 8S. 2054 and their implications, 
convinces that grave doubt presents itself as to the existence of any actual or 
imperative necessity which would demand the enactment of this particular 
legislation. When the emphasized inconveniences accruing to the issuers falling 
within the purview of the particular legislation, the monetary and manpower cost 
inherent in the administration and the possible potential disadvantages conse- 
quent upon the enforcement of its provisions are weighed against any consider- 
able promise springing from its adoption, it is our definite opinion that every 
end sought to be realized can be effectively attained by administration at the 
State level, 

Practically without exception, every safeguard sought to be realized by the 
proposed legislation is assured by protective provisions of the Corporation Code 
of Ohio or rendered certain by proper and efficient enforcement of the regula 
tions and penal provisions of the Ohio Securities Act. 

Under the latter act, with the exception of securities listed on the recognized 
exchanges and a few well-justified exempt securities and security transactions, 


all securities or transactions therein are required to be registered and the divi- 


sion through the investigating and examining powers conferred by the act is 
given ample power to police activities therein. The enforcement provisions of 
the act are of such character as to fully clothe the division with authority, 
either through suspension or registration, or criminal prosecution, if necessary, 
to render certain that positive enforcement of the act is secured 


In the light of these circumstances, it is difficult to understand why small busi- 


ness, using the term in a relative sense, should be exposed to the additional 
burde n of filing registration statements with the Securities and Exchange Com. 
mission and at regular intervals submit complicated financial reports. One 
speculates as to whether or not small business would not thus become extremely 
vulnerable to and made the prey of the larger and more formidable entity 


I think these remarks by Judge Savord summarize more forcefully 
than I could hope to do the safeguards and protec tion which Ohio 
laws provide for residents of Ohio in the purchase and sale of securi 


ties. His remarks confirm the statement which I have made that, 


in my opinion, the State laws give ample protection to investors 

The extension of Federal re oul: ation into this field with the expense 
and burden which it would obviously impose on these smaller com 
panies is, I believe, unnecessary and unduly burdensome. 


BURDENSOME COST OF PROPOSED LEGISLATION 


In addition to the lack of any need for the proposed legislation, 
conside ‘ration should also be given to its estimated cost both to the 
companies involved and to the public. 

It was testified at the previous hearing that the cost of compliance 
would be approximately BLOOD to S15.000 per vear for even the 
smallest company subject to Securities and Exchange Coniiission 
reoulation. 
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As to the number of companies involved, the report of the Securi- 
ties and Exchange Commission previously referred to states that in 
determining the “number of corporations which might be subject to 
the bill, the Commission studied a total of 2,063 corporations. Of 
the number studied, 1,205 corporations appeared to meet the qualifi- 
cation tests of the bill. 

The Commission’s report does not specifically state that the 2,063 
corporations are all of the corporations in the United States with 
assets exceeding $2 million and with 750 shareholders or debt securi- 
ties in the principal amount of $1 million registered pursuant to the 
Securities Act of 1933. It merely states that this is the number of 
corporation reports which were studied. 

The total number of corporations in Ohio which the Commission 
studied was 89, of which 37 are now filing financial statements and 
52 are not. 

Senator Lauscue. Are those financial statements of the 37 now 
being filed with the Securities and Exchange Commission, or with 
the State agency ¢ 

Mr. Mcrruy. With the Securities and Exchange Commission, 
Senator. 

In the absence of specific information, we are unable to determine 
from the report whether the 1,205 corporations would be the total 
number of corporations covered by the bill; but assuming that it is 
the correct number, 617 of the 1,205 are already reporting under sec 
tion 15 (d). 

This leaves only 588 additional corporations which would be re 
quired under the bill to file reports with the Commission. 

We have been unable to obtain a list of the companies in Ohio 
which were included in the study, but with an estimated 55,000 to 
60,000 domestic corporations in Ohio and about 4,600 foreign cor- 
porations, the 89 companies shown in the Securities and Exchange 
Commission report seems low. 

While we cannot now prove our point, in the absence of access to 
the annual reports of all Ohio corporations, it is our belief that there 
ure many more than 89 companies in Ohio which do not have listed 
securities but which would be subjected to the proposed legislation. 

Senator Lauscur. Mr. Murphy, did the report state that these 89 
companies were all that came within the purview of the proposed 
new law / 

Mr. Mureny. That is all inthe study which they made. 

Senator Lauscur. Did not the report say that ‘the “vy studied 89, but 
it did not say that these were all that had assets and stoe kholders of 
the number covered by the new law 4 

Mr. Murpuy. They stated 89 was the number which they found to 
be subject to the provisions of the law, but they did not say that 
that was all of them. That was all they found, apparently. 

Senator Lauscue. Thank you. 

Mr. Murruy. While we cannot now prove our point, in the ab- 
sence of access to the annual reports of all Ohio corporations, it is 
our belief that there are many more than 89 companies in Ohio which 
do not have listed securities, but which would be subjected to the 
proposed legislation. Upon that Bie to corporate officials known 
to us, we doubt, for instance, that Big Bear Stores Co.: the O. M. 
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Scott & Sons Co., which I handed you annual reports of a moment 
ago; Norwalk Truck Lines, Inc.; or Tectum Corp., to name a few 
within our personal knowledge, were studied and included in the 
list of 89 Ohio companies. But these companies meet the tests and 
would be subjected to the burdens of the proposed legislation. 

The Commission has estimated it will require an annual appropria- 
tion of $500,000 for administration and enforcement activities. Since 
only 588 additional companies will be required to report, this will 
require an expense to the taxpayers of $850 per year for each addi- 
tional company reporting. 

I raise the question whether, in view of the adequate laws which 
we now have at the State level to protect investors, there is any im- 
pelling reason for the enactment of this bill which would bring an esti- 
mated 588 companies under its provisions at a cost of $500,000 per year, 
in addition to the heavy burdens of additional expense thereby Seal 
upon small industry. And, to the extent the Securities and Exchange 
Commission estimate understates the number of companies affected, 
the estimated cost of administration of the legislation must be corre- 
spondingly increased. 

One final comment in regard to cost and what it will gain for the 
public. The principal argument that has been advanced in support 
of the legislation is the need for reporting to shareholders. But the 
bill does not give assurance that reports will be furnished to share- 
holders. It will require the filing of information in Washington, 
but is it logical to expect that a she areholder would be likely to spend 
time and money going to Washington to obtain information which, 
by existing State ‘law, must be made available to shareholders by the 
company ¢ ¢ Is it not more likely that he would get in his car and 
in an hour or two be in Columbus, Dayton, Mansfield, Cleveland, or 
wherever the principal office of the company is located, and talk direct 
to the management ¢ 

The footnote at the bottom of page 2 2 of the Securities and Exchange 
Commission report states that 37 companies now required to file re- 
ports with the Securities and Exchange Commission under section 
15 (d) do not furnish reports to shareholders. Thus, in my opinion, 
the proposed expensive and burdensome Federal legislation is not the 
answer to the problem of corporate reporting to shareholders. 


INTRASTATE EXEMPTION 


The Securities Act of 1933 provides an exemption for companies 
whose securities are distributed locally to residents of the State of 
incorporation. I believe this is a desirable exemption—one that has 
operated to the satisfaction of all concerned and with a continuation 
ef entirely adequate protection of local interests at the State level. 

In my considered judgment, any legislation of the character now 
proposed should provide a specific exemption for local companies 
Which are substantially owned by local shareholders. I therefore 
suggest that, if this bill is favorably considered, an exemption be 
given for any company the majority of whose shares are owned by 
shareholders within the Stats of its incor poration. 

Small industry is the backbone of our Nation, and should be en- 
couraged and not discouraged and burdened by the obligations which 
this bill would provide. 
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SUMMARY 


Ohio is a State of many, many small industries which will or may be 
affected by this bill. Members of Investment Dealers of Ohio, Inc., 
form a financial lifeline between these small industries and the ‘thou- 
sands of investors who furnish the capital for Ohio’s industries. As 
investment dealers, we are not directly affected by this bill. But we 
feel a duty to oppose legislation which will impose unnecessary finan- 
cial burdens on these small companies, our clients, and possibly affect, 
the soundness of their securities. Therefore, our position is that— 

(1) In view of the excellent reporting job which corporations gen- 
erally are now doing, not only in the interest of better public relations 
with their shareholders but in their own self-interest as well, there is 
no need for this legislation, as was demonstrated by the study ‘made by 
the SEC. 

(2) The laws of most States provide for the supplying of informa- 
tion to shareholders and make the books and records of corporations 
available at all reasonable times except for improper purposes. 
Therefore, the extension of Federal regulation to cover small corpo- 
rations whose business is primarily intrastate would impose unneces- 
sar 2, and unduly burdensome obligations on such corporations. 

3) The expense of administration and enforcement of the legisla- 
tion would create additional burdens on taxpayers when budgetary 
requirements are already high. 

On the basis of our experience and knowledge of the reporting and 
other practices of companies which would be affected by the proposed 
legislation, and in the light of our analysis of the Securities and 
Exchange Commission study, we earnestly urge that the bill be unfa- 
vorably reported. 

I thank you very much. 

Senator Lauscur. There may be included in the record the copy of 
the letter addressed by Judge Edmond H. Savord to Mr. Myer Feld- 
man, which now is attached to the document containing Mr. Murphy’s 
testimony . 

Mr. Murphy, you do know that the Securities and Exchange Com- 
mission recommended the adoption of this bill ? 

Mr. Murptiy. Yes, sir. I understood they did. 

Senator Lauscne. You are of the opinion that the statistics con- 
tained in the report of May 17, 1956, command the conclusion that 
there is no need for this proposed law ? 

Mr. Murrny. Yes,sir. That is what I believe, Senator. 

Senator Lauscue. It is obvious, however, that the members of the 
Commission drew a different judgment from those same statistics, 
since they recommended the adoption of the bill. 

Mr. Murrnuy. Yes; that is true. And I think the difference there, 
perhaps, stems from what they consider to be material deficiencies in 
reporting. ‘The major deficiency there, as I pointed out in my testi- 
mony, related to the omission of sales and cost of sales, and also, as 
pointed out in my testimony, I do not believe, at least in many cases, 
that the omission of that information is a material deficiency. 

Senator Lauscue. That is all. Mr. McKenna, have you any ques- 
tions ¢ 

Mr. McKenna. Yes, Senator; I have some. Mr. Murphy, may we 
try to clarify some of these provisions and statements that have ap- 
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peared in your testimony. If you will turn to page 4 of your pres- 
entation, sir 

Mr. Murpny. Yes, sir. 

Mr. McKenna. You have noted at the top of the page that— 


of the companies now required to report to the Securities and Exchange Com- 
mission, 40.9 percent had minor deficiencies as compared with 34.8 percent of 
the companies not now reporting. 

From that you drew the conclusion that the rene age of com- 
pliance with the Commission’s accounting standards by the com- 
panies not now required to report was higher than that of the com 
panies required to report. 

Mr. Mureuy. That is right. 

Mr. McKenna. Is it not true, sir, however, that those companies 
reporting to the Commission which did have minor deficiencies were 
required to correct those deficiencies? In other words, they were in 
a position—— 

Senator Lauscue. Let me interrupt here. First finish your ques- 
tion. 

Mr. Murreuy. You started to add something and threw me off. Will 
you repeat that ? 

Mr. McKenna. I was going to say, although those statistics may 
be true, is it not true those minor deficiencies will have to be corrected 
by those companies which are subject to reporting to the Securities 
and Exchange Commission / 

Mr. Mureny. I do not know what the Securities and Exchange 
Commission did about the reports. I found nothing in the report 
which they submitted to this committee as to what they did about it. 
I would presume, in the ordinary course of things, they would have 
called those reports to the attention of the companies. 

Mr. McKenna. The point I am trying to make is that_in those 
cases those companies’ deficiencies could be corrected by Securities 
and Exchange Commission requirements. In the case of the compa- 
nies not required to report to the Securities and Exchange Commission 
there would be no similar mandate to correct those deficiencies. 

Mr. Murreny. That is true, but what I pointed out is what they 
consider to be material deficiencies as far as reporting to the Securi 
ties and Exchange Commission is concerned, may not be, in our 
judgment at least, material deficiencies. As I pointed out, in some 
cases at least, I think the small companies particularly are justified 
in the omission of the type of information which the Securities and 
Exchange Commission calls a material deficiency; because I think in 
the final analysis management must have the final decision as to 
whether they are going to include that in the report or not, and 
whether the inclusion of it would be detrimental to them. 

Mr. McKenna. Yes, sir. I note too your statement on that point 
that management may feel it advisable not to disclose to the public 
generally certain information which it would be willing to disclose 
to shareholders of the ¢ ompany. 

Mr. Murpny. Yes. 

Mr. McKenna. Along that line I would like to ask you the same 
question I put to Mr. Riter, as to whether you feel a Federal law as- 
suring bona fide stockholders a right to certain information about 
corporate management and financial affairs would be acceptable with- 
out requiring the corporations to go through the process of « ‘compiling 
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all of these reports and submitting them to the Securities and Ex- 
change Commission, which I take it you object to strenuously. 

Mr. Murrny. Yes, sir. : 

I think a provision such as that relating to certain corporations 
would not be inappropriate, but if it were enacted I do not think it 
should apply to small companies, or companies whose business is 
primarily intrastate, or the shareholders of which are located in the 
State in which the corporation is incorporated. 

There is no general interest, as I see the picture, in a small local 
company, outside the State of its incorporation. As a rule there is 
no interstate market in those securities. 

Mr. McKenna. My only comment on that is I wonder whether they 
would artifically restrict the market for those securities in an attempt 
to kep it outside of the jurisdiction of the Securities and Exchange 
Commission. 

Mr. Murpny. I do not think so. We have good markets on intra- 
state securities in Ohio; just as good markets as there are on securities 
which are registered with the Securities and Exchange Commission. 

Mr. McKenna. Concerning your comment on the smallness of 
these businesses, again I would like to advert to the analysis we made 
of the companies that would be within his particular bill, and repeat 
the statement that the asset value would be about $43 million on the 
average. Since Senator Bennett asked a question earlier, I have 
been able to locate information indicating that as of December 31, 
1955, all stocks and bonds admitted to trading on one or more of the 
then 19 stock exchanges in the United States involved 4,129 issues 
and a total asset value of roughly $3441, billion; which, of course, 
would get the average higher than $43 million, up to about $83 million. 

However, I wonder in this context whether or not you feel that the 
average company that would be subjected to this bill can still fairly 
be classified as small business with that high an average asset value ? 

Mr. Mureny. How high? 

Mr. McKenna. $43 million. 

Mr. Murpriy. I would not consider a corporation of $43 million 
of assets a small corporation. I would go on to say I think if the bill 
were limited, as it is now drawn, to have it include only corporations 
with $43 million of assets, most of my objections would be withdrawn. 

Mr. McKenna. Yes, sir. 

Mr. Murrny. Because that would not touch the type of corpo- 
‘ation I am talking about. 

Mr. McKenna. The point is that the other requirements of the 
bill as it is now drawn result in that statistical result. 

Mr. Moreny. I have not seen the list of companies included in it. 
I would like to have a list of the companies covered by the Securi- 
ties and Exchange Commission reports so I could examine it, but 
in the absence of that I cannot make any further comment on your 
question than the one I have made already, I do not believe. 

Senator Lauscue. To what specific sum would you approve a law 
of this type? 

Mr. Murreuy. I would accept the $43 million figure very readily 
which Mr. McKenna threw out a moment ago. 

Senator Lauscuer. How low would you go? 

Mr. Murruy. Well, that is really hard to say. There are a lot of 
circumstances that would enter into that, but I would accept a figure 








160 SEC LEGISLATION 


lower than the one has has mentioned. Just to throw a figure out I 
think a company of around $20 to $25 million as of today would be 
about as low as I would suggest at the moment. 

Senator Lauscue. All right. 

Mr. McKenna. Turning to page 12 of your statement, Mr. Murphy, 
if we may, you made an analysis which indicated that because certain 
corporations are already reporting under existing Securities and 
Exchange Commission requirements—and I assume you are referring 
there to those that are required to submit reports under section 15 
(d)? 

Mr. Morpny. That is right. 

Mr. McKenna. Of the 1954 act. You analyzed the expense of 
administering the new bill as roughly $850 per year per company. I[ 
think it should be disclosed for the record and made clear that those 
companies which do report under age 15 (d) are not subject to 
the proxy restrictions, or the insider rading reporting and_ profit 
recapture provisions of the Sec ieithee: and | ‘xchange Commission. 
You would agree with that, would you not ? 

Mr. Mureny. I[ think that is correct. 

Mr. McKenna. The point I am making is that those companies 
under this bill would be made subject to those other areas of Securities 
and Exchange Commission jurisdiction to which they are not now 
subject. 

Senator Lauscum. May I, just for an academic purpose, make an 
inquiry here? An officer of a corporation, in the absence of statutory 
law, who uses his information for personnal gain in dealing with 
corporate securities—is there any common-law lit ability against him? 

Mr. Mvrrny. I would like to ask Mr. Christensen if he would an- 
swer that question, 1f I may. I know he has looked into it. 

Mr. CuristENsen. Yes, Senator, there is and there would be liabil- 
ity on the part of that person as an individual. He would have to 
disgorge to his corporation for the benefit of the shareholders of the 
company. 

Senator Lavscur. Would that not be under the theory that you 
cannot serve two masters with equal fidelity at the same time? 

Mr. Curistensen. That is right. 

Senator Lauscne. If you are serving yourself you cannot serve your 
company. 

Mr. Curistensen. That is right. 

Senator Lauscue. I was just thinking that basically there probably 
is in existence a common-law responsibility and that the Federal stat 
ute is a declaration of that in direct terms. 

Mr. Merrtry. I believe Mr. Christensen has made some study of 
the common-law provisions with respect to many of the States in the 
United States. If you would like to have his memorandum I think 
he could make it available to you. 

Senator Lavuscne. It will not be necessary. You may proceed. 

Mr. McKenna. For the record, Mr. Murphy. would you identify 
Mr. Christensen a little more fully / 

Mr. Murprry. Mr. Christensen 1s counsel for the Ohio Co. John W. 
(Christensen. 

Mr. McKenna. Thank you, sir. On the bottom of page 12 you 
have made reference to the fact that information filed in Washington 
is not as available to most shareholders as would be information avail 
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able at the location of the corporation. But is it not true that that 
information in turn is picked up by the commercial reporting services 
and disseminated widely throughout the Nation? 

Mr. Mureny. Yes; but it does not go into the hands of shareholders 
as a rule. The services are ordinarily subscribed for by those who 
are in the investment and securities business and other public bodies 
of various kinds. 

Mr. McKenna. However, those reports are available in libraries, 
are they not? We have them here. 

Mr. Murruy. Yes. They are available in libraries generally. 

Mr. Mckenna. Mr. Murphy, | noticed that you had made some 
reference to the fact of the hesitancy of corporations to disclose cer- 
tain of their trade information on the grounds of fear of competition. 

Mr. Murrny. Yes. 

Mr. McKenna. Or fear that there would be undue advantage taken 
of them by competitors. I wondered in that respect if you feel that 
the present provision in the 1934 Securities Exchange Act that entitles 
certain information filed with the Securities and Exe hange Commis- 
sion to confidential treatment, has worked adequately in the case of 
those corporations that are required to file that information ? 

Mr. Murpny. I have not had any experience in that respect. 

Mr. McKenna. We have heard no particular complaint about it. I 
wondered whether in your dealings you have heard any. 

Mr. Murrny. No; I have heard none, Mr. McKenna. 

Mr. McKenna. Again, would you suggest more detailed standards 
to the Securities and Exchange Commission as a guide in administering 
this bill and, if so, along what lines? 

Mr. Murrpuy. With respect to standards, I do not know that I have 
any standards to suggest particularly, but I certainly would be in 
favor of exempting the intrastate transactions which I mentioned 
earlier in my testimony. I think there are perhaps some details of 
the bill which might need a little clarification. 

Mr. McKenna. Yes, sir. What about the method of determining 
asset value, since this bill measures liability according to assets ? 
Would you prefer that be done by book value, cost, or appraisal ? 

Mr. Mvrrny. I do not know how to approach that situation, or how 
the Securities and Exchange Commission would approach it. There 
are all kinds of asset values, and that is one of the things relating to 
this bill that seems to me to be uncertain. I do not know how the 
Securities and Exchange Commission, for instance, would approach 
the subject. 

Senator Lauscue. Does the bill now have a definition? 

Mr. McKenna. No,sir. Not inthis detail of how you would admin- 
ister the determination of the asset value. 

Mr. Murpny. Yes, sir. This says every issuer whose total assets 
are defined by the Commission to exceed $2 million. 

Mr. McKenna. Mr. Murphy, I will go back to our problem again, 
that if corporations whose issues listed on a nationally recognized 
exchange are generally of a size and distribution of stock ownership 
comparable to many corporations which are not so listed and which 
would be covered by this bill, do you have any great objection to the 
application of these provisions to ‘that type of a corporation 4 

Mr. Murrny. I would have objections to it if it was applied to cor- 
porations of all sizes. The corporations that have registered secu- 
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rities with the Securities and Exchange Commission and those which 
have securities listed on the exchange have in most instances, I assume, 
done so voluntarily, particularly with respect to the listing of those 
securities; and the reports which they undertake to provide as a con- 
sequence of their having listed their shares is something that they do 
voluntarily with the knowledge of what the expense and cost of it is 
going to be, and the type of reports that are required to be made, and 
all of those factors, which is a voluntary action on their part. It 
seems to me it is entirely different from imposing regulations of that 
kind on corporations which do not have their shares listed. 

Mr. McKenna. That would depend, would it not, sir, on whether 
or not there is a valid classification insofar as public and investor 
interest is concerned between a corporation listed on an exchange and 
an identical corporation, as far as asset and stock ownership 1s con- 
cerned, not listed on an exchange? 

Mr. Murpny. I have not seen any classifications so made and I feel 
it would be a little difficult for me to answer your question. 

Mr. McKenna. Except this bill is formul: ated to encompass within 
its terms those corporations not now listed on an exchange, on that 
very theory. 

Mr. Mvrprry. I will go back to the question you asked me earlier 
as to whether limited to corporations of $43 million, I think it would 
cover most of the objections I have to the bill. 

Senator Lauscne. Let us get this clear. 

Mr. McKenna. All right, sir. 

Senator Lauscue. Under the present situation it is impliedly de- 
clared to the prospective investor, “You will be protected only in those 
instances where the seller of the securities has volunteered to have 
them listed on the exchange.” That is what it seems like to me. 

On the other hand it is said to the prospective investor, “Since the 
vendor of the securities has not seen fit to list them on the exchange 
you, therefore, Mr. Investor, must look to yourself and wil) not be 
yrovided the general protection that is given to him who buys securities 
Jisted on the exchange.” Do J make myself clear! 

Mr. Murer. Yes. You make yourself clear. 

Senator Lauscur. ([s that a sound distinetion 4 

Mr. Mourpuy. With respect to the securities listed on a national 
exchange, I agree with the statement which you made. With respect 
to the other types of securities, or those which are marketed, unlisted 
securities, there is a definite commitment and a definite set of informa- 
tion and ‘facts which are furnished to the prospective investors in 
those securities. 

It does not mean that because they are not registered you do not 
have to furnish the prospective pure haser with-detailed information ; 
to furnish him with a prospectus which contains the history of the 
corporation, the history of its earnings record over a period of many 
years, a balance sheet up to date, and in nearly all of the underwritings 
of issues of any size there is an undert: iking, or an underst: anding, 
between the underwriter of those securities and the issuer, under which 
the issuer undertakes the obligation and is required to furnish to the 
underwriter and to investors at regular intervals, and certainly an- 
nually, detailed reports of the corporation. 

Senator Lauscne. All 1 ight. Thank you very much. Let us get 
the record clear. The description which you have just given is under 
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the 1933 act—that when new issues are made they have got to be 
registered. 

Mr. Curisrensen. That is true. The other description, I believe, 
was with respect to what is required in the State in order to comply 
with the State requirements now of disclosure. 

Senator Lauscue. Yes. 

Mr. McKenna. Again the basic distinction there, however, is that 
corporations registered under the 1933 act must file that information 
originally, but they are not required under the Federal law to follow 
up “with reoul: ar financial reports, nor are they required to comply 
with the proxy rules, or abide by the insider trading restrictions. 
That is correct, is it not ? 

Mr. Murrny. I think that is correct, but as a corollary to that I 
think you will find that underwriters who underwrite new issues of 
securities take care of that and provide in the underwriting agreement 
that the issuer must furnish the information. 

Mr. McKenna. Yes, sir. On that point of inside information, 
from your own experience as a dealer in securities, could you help us 
by explaining for the record why it would be necessary for a sponsor- 
ing dealer to serve as an officer or director of a company for whose 
securities he is tr y ing to maintain a market ? 

Mr. Murprry. I do not know that it is necessary for him to serve 
as an officer or director. There are a large number of underwritings 
where the underwriter does not serve as an officer or director. I think 
there might be something to be said for the fact that an underwriter 
is in a position, because of his financial knowledge, to be in a posi- 
tion to render advice and counsel to a corporation whose securities he 
underwrote; and if the issuer desired to have him on his board of 
directors, I think in most instances the underwriter would be glad to 
serve and help them and give them any information it was possible 
for him to. 

Mr. McKenna. But then, of course, he places himself in a position 
where, if he were subject to the Securities and Exchange Commission 
jurisdiction under S. 1168, he would be hiable to the insider reporting 
and trading requirements. 

Mr. Murrny. That is right. And that would pose certain prob- 
lems with respect to the marketability of the securities of that par- 
ticular company. He would be under the limitations of the Exchange 
Act in that respect. 

Mr. McKenna, That is correct. By the same token, if the broker 
or dealer in this case, shall we say by accident acquired 10 percent or 
more of the class of any security of the company he was attempting 


to maintain a market for, he would become subject also to the insider 
trading requirements. 


Mr. Murpity. That is right. 

Mr. McKenna. In your experience is that likely to occur in many 
instances where he would just fortuitously find himself one day with 
10 percent of the class of any security, and therefore subject to these 

requirements under the terms of this bill? 

Mr. Mcurrrry. I have not noticed it in my general experience, and 
my judgment would be that there would be a very remote possibility 
of that happening very often. 

Mr. McKenna. I think the point is that if the sponsoring dealer 
were neither an officer nor a director nor principal stockholder of the 
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company whose securties he was sponsoring then, of course, he would 
not be bothered by these insider trading requirements. 

Mr. Murreny. That is right. 

Mr. McKenna. Bec ause they would not apply to him. 

Mr. Murrny. That is right. 

Mr. McKenna. That is all I have, Mr. Chairman. 

Senator Lauscue. You heard the discussion we had earlier this 
morning about a proposal to lift the fees charged to those who are 
being served by the Securities and Exchange Commission. Have you 
any opinion about the wisdom of lifting those fees so as to make ‘the 
operation of the Securities and Exchange C ommission self-sustain 
ing as far as is reasonably possible ? 

Mr. Murrny. I do not have any too definite views on the subject, 
Senator. I do not know nec essarily that the fees that are now being 
charged, and provided in the present bill, are oe the maxi 
mum or the minimum that should be charged. I do not know why 
they could not be changed from time to time. But on the other hand 
it seems to me that the Securities and Exchange Commission was set 
up asa _— agency for the protection of investors throughout the 
country. I do not see much difference between it and other agencies 
of the Government which have been established for the benefit of the 
public, and it seems to me that there would be some obligation on the 
part of the Government, having set the agency up for the benefit of 
the public, to support it the same as it does other agencies of the 
Government. 

Senator Lauscue. Is there not a weakness in what you just said, 
having in mind that this is a special type of protection for a special 
type of group in which many of the members of the public have no 
benefits of any character; and that, therefore, you cannot make the 
financing of it a general obligation of all the people / 

Mr. Mureny. There are appropriations, I believe, now being made 
for the Securities and Exchange Commission out of the general fund 
of the Government ? 

Senator Lauscue. That is correct. 

Mr. Murpuy. On the other hand, the number of people that are 
interested in securities today represents a pretty large proportion of 
the total population of the United States, and is it getting larger and 
larger all the time, so that the number of those who presumably 
would benefit from the activities of the Securities and Exchange Com- 
mission is quite large. I do not know what percentage of the ‘popul: \- 
tion it would repr esent, but it is certainly very large today. 

Senator Lauscne. You do, however, have the view that it ought 
to be changed from time to time depending upon circumstances. 

Mr. Murpny. I would see no reason why it could not be changed 
from time to time. 

Senator Lauscne. All right. Now, are you familiar with S. 1601, 
the bill that would require the beneficial owner of the stock so to report 
if he wanted to exercise his right to vote, and if the beneficial owner 
was not reported the right to vote would not exist? Am I correct in 
that, Mr. Yingling? 

Mr. Yrnauina. Yes, sir. 

Mr. Mvurpny. I am not too familiar with that, Senator. I know 
such a bill has been proposed, but I have not studied it, Senator. 

Senator Lauscne. Thank you. That will be all. 
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Mr. Morrnuy. Thank you very much for the courtesy you have 
shown me. 

(The document marked “Exhibit A,” attached to Mr. Murphy’s 
statement follows :) 


ExuHisit A 
(Frank J. Lausche, Governor; W. Harper Annat, Director of Commerce) 


STATE OF OHIO, DEPARTMENT OF COMMERCE, 
DIVISION OF SECURITIES, 
Columbus, July 27, 1955. 
Mr. MYER FELDMAN, 
Counsel, Committee on Banking and Currency, 
United States Senate, Washington, D. C. 


My Dear Mr. FELDMAN: Mr. N. J. Kiraly being on vacation, I am assuming to 
answer your letter addressed to him under date of July 6, 1955. 

The comments herein indulged with respect to S. 2054 reflect not only my 
personal views but likewise the views of Mr. Kiraly, the outgrowth of substan- 
tially 20 years of experience and observation acquired as a result of intimate con- 
tact in the administration and enforcement of the Securities Act of Ohio. 

Thoughtful consideration of all the provisions of S. 2054 and their implications 
convinces that grave doubt presents itself as to the existence of any actual or im- 
perative necessity which would demand the enactment of this particular legis- 
lation. When the emphasized inconveniences accruing to the issuers falling 
within the purview of the particular legislation, the monetary and manpower 
cost inherent in the administration and the possible potential disadvantages 
consequent upon the enforcement of its provisions are weighed against any con- 
siderable promise springing from its adoption, it is our definite opinion that 
every end sought to be realized can be effectively attained by administration at 
the State level. 

Practically without exception, every safeguard sought to be realized by the 
proposed legislation is assured by protective provisions of the Corporation Code 
of Ohio or rendered certain by proper and efficient enforcement of the regula- 
tions and penal provisions of the Ohio Securities Act. 

Under the latter act, with the exception of securities listed on the recognized 
exchanges and a few well-justified exempt securities and security transactions, 
all securities or transactions therein are required to be registered and the division 
through the investigating and examining powers conferred by the act is given 
ample power to police activities therein. The enforcement provisions of the 
act are of such character as to fully clothe the division with authority either 
through suspension or registration, or criminal prosecution, if necessary, to 
render certain that positive enforcement of the act is secured. 

In the light of these circumstances, it is difficult to understand why small busi- 
ness, using the term in a relative sense, should be exposed to the additional 
burden of filing registration statements with the Securities and Exchange Com- 
mission and at regular intervals submit complicated financial reports. One spec- 
ulates as to whether or not small business would not thus become extremely vul- 
nerable to and made the prey of the larger and more formidable entity. 

Further, the additional burden placed upon the Securities and Exchange Com- 
mission and the increased cost of administration is not to be lightly discounted. 

We respectfully suggest that more extended study and investigation of the 
accomplishments of the several State jurisdictions in respect to the disposition 
and sale of securities within the areas might well invite committee conclusion 
that the problem supposedly inspiring the bill has in large measure been long 
ago solved. 

Assuming favorable committee reaction to the general provisions of the bill 
and that necessity for its enactment exists, we assume that witnesses appearing 
before the committee have made unmistakably clear the undoubted need of sub- 
stantial amendment in order to render the expressions and provisions of the pres- 
ent form more definite and certain, and in order to avoid misconstruction in any 
quarter, 

Definition of phrases should be spelled out, rather than being left to the dis- 
cretion of the Commission. Recognition should be accorded the fact that vital 
distinction exists between the classification of those people known as share 
holders and those properly known as security holders. 

All doubt as to the exact application of the bill should be eliminated and the 
fixed jurisdiction of the Securities and Exchange Commission should be specifi- 
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cally outlined rather than taking unto itself a flexible character, subject to, from 
time to time, exercise of the discretion of the Commission. 

We bespeak for the view herein expressed the thoughtful consideration of the 
committee and indulge the hope that whatever be its final action, its decision be 
such as to assure the promotion of the public interest. 

Sincerely, 
EpMoND H. Savorp, Chief of Division. 


Senator Lauscue. Mr. Coleman, please. 


STATEMENT OF RALPH P. COLEMAN, JR., JENKINTOWN, PA., 
EDITOR, OVER-THE-COUNTER SECURITIES REVIEW 


Mr. Coteman. Mr. Chairman, Iam Ralph P. Coleman, Jr., of Jenk- 
intown, Pa. I am editor of the Over-The-Counter Securities Review, 
a national magazine devoted exclusively to investment information 
about over-the-counter securities. May I extend my thanks to Senator 
Lausche and members of the subcommittee for the opportunity of 
speaking today. 

My remarks will be confined to S. 1168, generally known as the Ful- 
bright bill. As Senator Lausche pointed out in his opening statement, 
the ancestors of this bill made their first appearance in Congress as far 
back as 1940. The fact that the securities business, inc luding the over- 
the-counter segment, has enjoyed its greatest development and widest 
popularity since that time leads one to wonder if the bill is as urgently 
needed as some of its proponents claim. 

In July of 1955 I had the privilege of testifying before former Sen 
ator Lehman in opposition to S. 2054, the direct predecessor of S. 1168. 
As you know, S. 2054 was in one respect a more liberal bill than S, 1168 
in that it would h: ave subjected only over-the-counter companies with 
assets of more than $5 million to Securities and Exchange Commission 
regulation. Despite continuing inflation, S. 1168 goes in the opposite 
direction. It would subject corporations w ith assets of only $2 million 
or more to Securities and Exchange Commission jurisdiction. There 
is one slight concession in S. 1168. A corporation needs—I am not 
sure if that is really the proper word—750 stockholders before being 
required to file a registration statement and related reports with the 
Securities and Exchange Commission. 

Before moving into the broader aspects of this bill I would like to 
ask a very practical question to which I have seen no satisfactory 
answer. That question is, “How is the Securities and Exe hs ange Com- 
mission going to make sure that all corporations with assets ‘of more 
than $2 million and more than 750 shareholders are going to file the 
required registration statement with the Commission?” There are 
literally hundreds of thousands of corporations in this vast country 
of ours, and, I am certain, thousands with assets of more than $2 
million. Unless the Securities and Exchange Commission is prepared 
to send questionnaires to virtually all of these latter corporations, I 
submit that it is exercising a very potent form of discrimination 
against those corporations which it does plan to gather under its wing 
through the medium of this bill. I think it is grossly unfair for the 
stringent requirements of the Fulbright bill to be applied to some 
corporations and not to others, simply because of a lack of the neces 
sary information on the part of the Commission. 

There is another section of S. 1168 that causes me a great deal of 
concern. That is the provision stating, in substance, that the Com- 
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mission may terminate the registration of any corporation subject to 
the bill if it finds that “by reason of the small number of public in- 
vestors, lack of trading interest, inactivity of the issuer or the small 
amount of the public investment as measured by the market value 
of the security, or other wise, continued registration of the security 1 is 
not necessary in the public interest or for the protection of investors.” 
I believe the language of this provision is so loose and so indefinite as 
to be almost meaningless. Even worse, this “loophole” would open 
a wide area for favoritism, political influence, and other pressures of 
a most unsavory nature. 

As your constituents who are small-business men have undoubtedly 
told you. more Government regulation is one thing they can do without. 
Many of the companies whic h would be subject to the Fulbright bill 
are “small businesses” by Commerce Department standards. To place 
this additional burden on their already strained resources would be a 
dangerous thing to do unless a was some overwhelming good to be 
derived from such regulation. I do not believe such a beneficial effect 
would flow from the bill now before this subcommittee. 

Looking at the situation in a broader light, it is apparent that one 
of the effects of S. 1168 would be to discour age small business from 
seeking equity public financing. There are many small-business men 
who would prefer to remain private and small rather than see their 
enterprise grow if such growth were to bring with it the certainty of 
additional Government regulation such as the Fulbright bill proposes. 
Millions of dollars have been spent by the investment industry, in- 
cluding the New York Stock Exchange, to encourage wider public 
ownership of securities. Yet it is quite possible that the requirement 
of this bill that $2 million-plus corporations with over 750 stock- 
holders be subject to Securities and Exchange Commission authority 
could work directly against wider public ownership. It is entirely 
conceivable that management of a company would strenuously oppose 
broadening of the ownership base to over 750 stoe nels if such 
broadening would result in the necessity of filing of a registration 
statement and other voluminous and expensive reports with the Se- 
curities and Exchange Commission. Such an inhibition to public 
ownership, induced by Government statute, is hardly in harmony 
with the people’s capitalism which is the heart of our economic power: 

All of you gentlemen are interested in conducting Government oper- 
ations in the most economical fashion possible. I submit that enact- 
ment of S. 1168 would result in a most unnecessary expenditure of tax- 
payers’ dollars. In its 1956 report on the Fulbright bill, the Securities 
and Exchange Commission clearly states that it would require an addi- 
tional $500,000 each year to handle the extra duties that would be 
required of it if the Fulbright bill become law. 

If this $500,000 that would be required by the Securities and Ex- 
change Commission as the result of S. 1168 was really going to protect 
investors by providing information they do not already receive, I 
believe it might be a worthwhile expenditure. However, the majority 
of over-the-counter investors are already receiving adequate informa- 
tion from their companies at no expense whatsoever to the t taxpayer. 
My authority for this statement is the Securities and Exchange Com- 
mission itself. In its 1956 report to the Senate Committee on Banking 
and Currency, the Commission disclosed that the stockholder reports 
of 78.7 percent of the companies which would be subject to the Ful- 
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bright bill already substantially complied with the accounting stand- 
ards of the Commission or had only minor deficiencies. Further, only 
3.4 percent of the reports—20 reports in all—were judged as “materi- 
ally deficient” by Security and Exchange Commission accounting 
standards. It would seem to me that $500,000 is a lot of money to 
spend just to make 20 companies bring their annual reports up to 
Security and Exchange Commission standards. 

Before closing, I w ould like to point out again, as I did in 1955, that 
this bill does nothing whatsoever to protect investors in companies 
where assets are less than $2 million and/or there are less than 750 
stockholders. Unhappily, it is in this category that the so-called 
“penny” stock falls. And it is this type of stock which has caused 
investors the greatest amount of disappointment and financial loss. 
Certainly, in this respect S. 1168 is aimed in the wrong direction. 

I would like to add, in view of all the testimony we have had previ- 
ously today in discussing the protection of listing, my mind immedi- 
ately falls on two companies, Bellanca Corp. and the Great Sweet 
Grass Oils, both of which were listed on the American Stock Exchange, 
and in the case of both, the things carried on in those companies were 
shown by the Securities and Exchange Commission’s own studies of 
those companies, which studies were quite extensive. Certainly, such 
things do not go on in the vast majority of unlisted corporations. In 
other words, I do not think that listing in itself gives any protection to 
the stockholder. 

I think it is a dangerous trend to assume that that is so, because to 
put it quite plainly somebody can get burnt just as badly in a listed 
stock as in an unlisted stock. 

Finally, on the point of increasing fees that was mentioned previ- 
ously by Mr. Riter, such a burden always falls the hardest on a small 
corporation. Ihave gone through a registration statement myself and 
I know from counsel that if you are going out just for $100,000 you 
almost have as heavy a burden, I suppose, as you do if you are going 
after $1 million or $5 million. 

In other words, for United States Steel to absorb an increase in fees 
means nothing, but if it is a company like Tectum C ‘orp. of Ohio, or 
Federal Glass Co., it could mean a lot more proportionately to their 
total income. 

That about concludes my testimony. I certainly want to thank you 
for your kindness in hearing my comments on this bill. 

Senator Lauscur. We are very glad to have had you, Mr. Cole- 
man. 

Mr. McKenna. On page 2 of your presentation, Mr. Coleman, you 
have indicated some doubt as to the number of corporations that 
would be brought within the terms of this bill. If you will refer 
to the Securities and Exchange Commission studies it indicates, as 
vou have heard earlier today, that about 1,205 neni and manu- 
facturing corporations would be brought under it and another 169 
insurance companies. 

Mr. Coteman. I have had some experience from my magazine with 
corporations offering stock to the public and I am consistently amazed 
at companies coming out with stock that I had never heard of before. 
Concerning that 1.205 figure, how that was arrived at is something 
I as a researcher would be very interested to know, because I still 
have serious doubts as to that figure. This country is so vast I am 
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sure we have more than 1,200 companies not listed which have assets 
of more than $2 million. I presume to do it properly—and the Gov- 
ernment usually tries to do things in good order—you would have to 
go through something like Dun & Bradstreet and send surveys to 
everybody asking, What are your assets and your stockholders? I do 
not know what the legal commis ations of such a situation could be 
because they could say, “We have nothing to do with the SEC and 
this is none of your business.” It is quite possible for them to say 
that and there is not much the Securities and Exchange Commission 
could do about it ‘% a legal standpoint, I believe. 

Mr. McKenna. I do not know. I would question if that were 
true, if the Securities and Exchange Commission was legitimately 
requesting information to see whether those corporations were com- 
plying with the requirements of the law. 

Mr. CoLeMAN. It is probably so, but we do have some rugged indi- 
vidualists left who might object to having such information available 
to a governmental authority. 

Mr. McKenna. I agree with you; and then we would have to let the 
courts settle that problem. 

Mr. Cotrman. That is right. It could present some wide problems 
in my opinion. 

Mr. McKenna. What would your reaction be to a provision which 
would require disclosure of information to bona fide stockholders, as 
distinguished from requiring all of the reports of all of the corpo- 
rations ? 

Mr. Coteman. You mean to the general public as distinguished 
from bona fide stockholders? 

Mr. McKenna. What I am thinking of is the statement which 
you made that the stockholders should be entitled to full and free 
information. Other witnesses have indicated State laws generally 
provide that type of information. However, from our own records 
we have received complaints from stockholders who have not ap- 
parently been able to get the type of information about the corporate 
affairs that they would like to have. The question is whether or not 
we ought to assure them that right under a Federal law as distin- 
guished from a State law. 

Mr. Coteman. Again I am heartily in agreement with the objective. 
I mean, I know of some companies where the management is very 
recalcitrant, and usually it is to cover a bad situation. But how you 
would go about it I do not know. As I mentioned in my testimony 
you have these companies below $2 million, and there are literally 
thousands of them. How you can assure a stockholder of receiving 
reports I do not know. 

In other words, the processing job in my opinion would be so tre- 
mendous that this half a million dollars would look like a drop in the 
bucket to assure all companies were sending reports. I do find, 
however, the vast majority of companies are completely cooperative. 
For example- 

Senator Lauscnr. You have not answered the question. The ques- 
tion is, would you favor a Federal law which would make mandatory 
that. corporations of a size mentioned in this bill would have to 
issue—— 

Mr. Coreman. No. 

Mr. McKenna. Would have to disclose information upon request. 








170 SEC LEGISLATION 


Senator Lauscue. Upon the request of the stockholder. 

Mr. Coteman. No, I do not favor such a bill. 

Senator Lauscur. Why do you express opposition ? 

Mr. Coteman. I express opposition because of my entire opposition 
to the whole bill. In other words 

Senator Lauscue. The reasons which you have given thus far cover 
that ? 

Mr. Coteman. Yes. That is right. 

Senator Lauscue. All right. 

Mr. McKenna. Again getting some information in the record which 
was requested earlier, going back to the question of assets, you have 
heard us refer to the fact that the companies brought under this bill 
would have an average asset value of $43 million. I have been in- 
formed by the Securities and Exchange Commission staff that as of 
June 1956 by comparison there were 2,154 corporations listed on the 
18 present nationally recognized exchanges; that those companies had 
a total asset value of $270 billion, giving them an average asset value 
of roughly $12 5 million; that in “addition to that there were also 
971 companies reporting to the Securities and Exchange C ommission 
certain financial information under the provisions of section 15 (d) 
of the 1934 act. 

Those companies had a total asset value estimated at $25 billion, 
giving them roughly again an average asset value of about $25 million. 

So the obvious fact, it seems to me, is that many of the companies 
listed on the exchange are of no greater asset value than some of the 
corporations that would be brought within the terms of the Securities 
and Exchange Commission jur isdiction by this bill. 

Mr. Coteman. I certainly would not quarrel with you on that be- 
cause as I have tried to point out to people, the over-the-counter market 
does have some very outstanding companies within its ranks. 

Mr. McKenna. The question that leads from that is whether or not 
those corporations should not be subject to the same general require- 
ments of reporting, proxy restrictions, and insider trading-informa- 
tion requirements as are those who are already listed. 

Mr. Coteman. As has been pointed out previously, and as I have 
stated before, these companies in themselves have done nothing volun- 
tarily to bring about such regulation. When they list on a stock 
exchange that is a move on their part and naturally they have to 
accept the regulations thereof; but simply because a company has 
grown in size and in shareholders, and soon. I see no reason why ata 
certain level it should become subject to Government supervision in 
financial matters, or whatever you want to call the Securities and 
Exchange Commission’s authority. 

Mr. McKenna. As [I said to a previous witness, it seems to me the 
problem is how you go about protecting the interests of the investor 
and the public rather than directly worrying about the issuer's prime 
interest, though the issuer obv iously benefits from confidence et igen- 
dered in the investing public. 

Mr. Coteman. I sincerely believe that the companies of a compar- 
able size, if you take a company trading over the counter with assets 
of $50 million and one listed on the New York Stock Exchange or the 
American Stock Exchange with similar assets, I believe you will find 
that the shareholder in the unlisted company receives just as much 
information as in the listed company. 
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Of course then you have the great group—not a great group, but 
a large group—of stocks on the American Stock Exchange which are 
not listed, but which have trading privileges. I think a lot of people 
feel they are considered listed securities and I consider that most 
unfortunate. The prime example of that is the Great Atlantic & 
Pacific Tea Co. whose reports to stockholders leave much to be desired 
for a company with sales of $4 billion a year. 

Senator Lauscue. Under what State laws are they incorporated ? 

Mr. CoLeMAN. I believe it isa New York corporation. I would not 
want to say. New York or New Jersey. It is the Great Atlantic & 
Pacific Tea Company of New York. 

Senator Lauscue. They would be answerable to the laws of New 
York ¢ 

Mr. Coteman. That is right. 

Senator Lauscnr. Now I get back to the proposition that it has 
been claimed that the laws of the States are adequate to achieve the 
objectives sought in this bill. Here we have a situation where two 
large companies are providing information which is highly inade- 
quate, you state. Can you explain that ? 

Mr. Coteman. I think that is really a problem of the American 
Stock Exchange. I think the American Stock Exchange should either 
have those stocks fully listed or have them put back on the over-the- 
counter market, because I do not think it is exactly fair to the stock- 
holders. If you ask anybody is the A. & P. listed, and if he knows 
anything about it, he says, “Yes, they are on the American Stock 
Exchange,” but that is not completely the cese, as Mr. McKenna 
knows. 

Mr. McKenna. I wonder, Mr. Coleman, whether you could help 
us out with this problem of how necessary it is for a sponsoring 
dealer to be a member of the board of directors of the corporatin 
he is spnsoring, or an officer of the board? Would you have any 
information on that in your own activities ? 

Mr. CoLeEMAN. We find it depends on the status of the dealer. That 
is in my opinion, of course. If the dealer is influential and it is be- 
lieved that his name would add weight or prestige to the board of that 
company, often he will be added. In other cases, and in many cases, 
not want to upset their deal at all and they would not hear of anyone 
the company just issues the stock. Perhaps the selling stockholders do 
coming on the board from the underwriter. 

Mr. McKenna. By the same token would you care to comment on 
whether or not in the course of sponsoring a market for an over-the- 
counter issue the sponsoring dealer would be apt to come into posses- 
sion of sufficient stock to qualify him as a principal stockholder, and 
therefore subject to the insider trading requirements under this bill ? 

Mr. Coteman. I would say generally, no. It depends, of course, on 
the type of offering. Some companies with assets of $10 million will 
make a public offering just up to $300,000. You know, a class A 
offering. In that case the dealer could not possibly accumulate enough 
stock to make him a principal stockholder. 

Mr. McKenna. Thank you, sir. 

Senator Lauscur. Which public agency do you think ought to try 
and find the remedy for this bad condition which you just described 
existed in the case of these two companies? 
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Mr. Coteman. I do think that in the case of the Great Atlantic & 
Pacific Tea Co. that that is fundamentally a problem of the American 
Stock Exchange. In my opinion it has never been properly resolved. 

Senator Lauscne. What about the Securities and Exchange Com- 
mission of the Federal Government? The stock is not listed. That is 
correct, is it not? 

Mr. Coteman. You would not consider it listed, would you? 

Mr. McKenna. No. 

Senator Lauscue. Let us assume it was completely taken out of the 
dominion of whatever limited character the Securities and Exchange 
Commission now has? Would the American investor be better pro- 
tected by relying only on the laws of the States? 

Mr. Coteman. I do believe, Senator—and the reason why I say this 
is that the Great Atlantic & Pacific Tea Co. was one of the few com- 
panies in the whole country of any size that actually increased its 
earnings from 1929 to 1932. Often you will get companies that are 
completely honest, and the finest types of or ganizations who just do 
not go along with the modern trend in stockholder relations. 

Senator Lauscue. In giving information. 

Mr. Coreman. To their stockholders. 

Senator Lauscne. Yes. 

Mr. Coteman. Of course, the fact is that it is nonvoting stock that 
the A. & P. has out to the public. So I guess they feel since they 
really vote the controlling stock that the public should receive only 
the information that is desired. Actually, perhaps I overstated the 
situation because they do publish a balance sheet and they do publish 
sales and profit figures. It is just not the type of report. you would 
think of a $4 billion company producing. 

Senator Lavscur. Then would that not demonstrate the State laws 
in that instance are not adequate? 

Mr. Coteman. I would not say so. I do not think that the A. & P. 
publishes an ideal report. I am sure that the financial world’s judg- 
ment would go along with me on that. It has been more or less a 
standard topic. But. they do publish information to the stockholders, 
the essential information, which in my opinion is necessary. It is just 
not a good report from the st: indpoint of advanced stoc ‘kholder rela- 
tions. That is the only thing. As I say, the main thing I object to 
in the A. & P. situation is its relationship with the American Stock 
Exchange. 

Senator Lauscue. If it were taken completely out of the Securities 
and Exchange Commission and put under the coverage of the over- 
the-counter market, would that remedy it? 

Mr. CoteMan. Well, it depends. I do not think—— 

Senator Lauscue. The fact is that the over-the-counter market 
would not be able to provide any greater remedy at all, would it ? 

Mr. Coteman. All I am trying to say is that the situation in my 
opinion would be more honest to investors if the stock were not listed. 
That is the main thing I have to say. 

Senator Lauscne. Because there is a pretense that it is having 
supervision ? 

Mr. Coreman. That is the whole thing. I think people have that 
idea. I think Mr. McKenna would agree with me on this statement: 
That it would be possible for a stock which is fully listed on the New 
York Stock Exchange to produce an annual report quite similar to 
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that turned out by the A. & P. and still meet all exchange and SEC 
requirements. Is that not so 4 

Mr. McKenna. It probably could. I am not fully familiar with 
the A. & P. report. 

Senator Lauscug. Thank you, Mr. Coleman. There will be placed 
in the record at the request of Senator Karl Mundt, a letter received by 
him on S. 1168, written by Holton Davenport. 

(The letter referred to follows :) 


DAVENPORT, EVANS, HURWITz & SMITH, 
Sioug Falls, S. Dak. 
Re Senate bill 1168. 
Hon. Kart MUNDT, 
United States Senate, Washington, D. C. 

DEAR SENATOR MuNDT: Based on more than 30 years’ professional experience in 
representing various South Dakota insurance company clients and, also, on a 
substantial personal interest in the largest of these South Dakota companies, | 
earnestly urge that you devote real effort to having included in Senate bill 1165 
an exemption of insurance companies from the scope thereof. 

In its early consideration of this bill, the Senate Committee on Banking and 
Currency, or a subcominitee thereof, concluded to incorporate the stated exemp- 
tion. Since then, there has been considerable discussion and a Securities and 
Exchange Commission report. It is understood there is a likelihood the stated 
exemption will be eliminated. If this occurs, and if the measure is enacted 
without this exemption, it will be a real hardship on many of the South Dakota 
insurance companies. 

I would be happy to go into this at length if you should desire it but, unless 
requested, will not burden you with an extended analysis which would require 
numerous typewritten pages. Dealing with the subject in a general way, the 
feeling of those of us interested in South Dakota stock insurance companies is as 
hereinafter stated, 

The general effect of this legislation, without the exemption, would be that 
these South Dakota stock insurance companies would have to comply with certain 
SEC regulations now applicable only to corporations whose stocks are traded on 
the exchanges, and the general effect of these regulations being——— 

(a) Frequent financial reports would have to be made to al) stockholders 
in form and substance as required by the SEC; and 

(6b) Use of proxies at corporate meetings would be restricted to those 
proxies which related directly to the meeting and were obtained on the basis 
of a statement to the stockholder of all matters of substantial importance 
anticipated for action at such meeting. 

Our attitude is that, as applied to these South Dakota companies and to 
practically all companies whose stocks are not traded on the exchanges, this 
is unnecessary and burdensome; that all such insurance companies are under 
close State insurance department supervision; that such State insurance depart- 
ment supervision is the product of 100 years of experience; that the SEC is 
without such experience, and the organization is not adapted to supervision 
of the insurance business; that with such companies as those mentioned, the 
stock ownership is nearly always widely scattered (more than 5,000 stockholders 
in 1 of the South Dakota companies) and with the average stockholding very 
small; that the expense of preparation, printing, and mailing of such statements 
to all such stockholders would be ridiculously inordinate; that almost invariably 
such companies print condensed statements, based on official department exami- 
nations, these for use in solicitation of new business; that this is a different 
situation than that in other corporations, generally; that these requirements 
would open the door to substitution of Federal supervision for State super- 
vision of insurance companies; that the original, salutary purpose of SEC 
legislation was to require that there be available to purchasers of corporate 
securities complete and accurate information, reflective of the value of the 
securities under consideration; that this has already been extended, so far as 
concerns corporations whose stocks are traded on exchanges, to regulation of 
the internal corporate affairs between the corporation and its security holders: 
that it is entirely unjustifiable to accede to a further extension whereby the SEC 
will regulate internal affairs of an insurance company between the company 
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management and its security holders, this already being under State insurance 
department supervision ; that to give the SEC power to require these statements 
necessarily includes the power to determine the basis on which the statements 
are to be made, which could, and probably would, lead to virtual supervision 
of all aspects of the business; that experience has amply shown that SEC 
requirements are of a nature to be applicable to the big corporations, and 
making it extremely expensive and burdensome for small corporations, not 
adapted thereto, to comply with the same, as must be done where new securities 
are issued and sold; that the proxy requirements are wholly unrealistic as 
to these relatively small stock companies with widely scattered stock owner- 
ship; that in South Dakota, it would be difficult, if not impossible, for such a 
company to function; that by South Dakota statutes, many corporate actions 
can be taken only by affirmative vote of a stated portion (majority, two-thirds, 
or three-fourths) of all outstanding stock, as distinguished from stock repre- 
sented at a meeting; that in such companies with widely scattered stock owner- 
ship, mainly in small holdings, it would be impossible to meet this requirement 
through solicitation of new proxies by mail, and it could be only done by 
personal solicitation which would be prohibitively expensive; that the way 
this has been met is by proxies which may be revoked at any time, but which 
are valid until revoked; that in South Dakota companies, abuse of this has 
been relatively rare, and the insurance department has always been on the alert 
to stop any such abuse. 

I can completely support any of the foregoing points. 

Basically, the whole thing is pernicious and wrong. It is another illustra- 
tion of the grave danger as to which Thomas Jefferson warned—this being 
that, once a power is grasped by the Federal Government, the bureaucracy 
will reach out like an octopus to add to and extend that power, until the whole 
structure of American Government is destroyed. 

We have made marked progress in that direction during the last 25 years. 

Here, there is not the remotest semblance of a good reason for any Federal 
agency taking over any State insurance department function with regard to 
regulation of the insurance business. 

Sincerely, 
HOLTON DAVENPORT 
(Of Davenport, Evans, Hurwitz & Smith, Attorneys at Law). 

Mr. Yrneurnc. Mr. Chairman, a similar letter was received by 
Senator Case of South Dakota and referred to the committee. I do 
not think it is necessary to put it all in but just let the record show 
Senator Case did refer it here. 

Senator Lauscue. The letter received from Senator Case will not 
be included in the record because it is a duplicate of the one submitted 
by Senator Mundt. 

Thank you very much, and that will conclude this morning’s hear- 
ing. We will recess until 10 0’clock Monday morning. 

(Whereupon, at 12: 35 p. m., the subcommittee recessed until 10 a. m., 
Monday, May 27, 1957.) 
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MONDAY, MAY 27, 1957 


Unirep Sratres SENATE, 
CoMMITTEE ON BANKING AND CURRENCY, 
SUBCOMMITTEE ON SECURITIES, 
Washington, D.C. 

The subcommittee met, pursuant to recess, at 10:05 a, m., in room 
301, Senate Office Building, Senator Frank J. Lausche (chairman of 
the subcommittee) presiding. 

Present: Senator Lausche. 

Senator Lauscue. Mr. Reissner, you may proceed. 


STATEMENT OF FRANK L. REISSNER, CHAIRMAN, BOARD OF GOV- 
ERNORS; ACCOMPANIED BY DONALD H. BURNS, ASSISTANT TO 
THE EXECUTIVE DIRECTOR; JOHN W. LINDSEY, COUNSEL; AND 
MARC A. WHITE, COUNSEL, NATIONAL ASSOCIATION OF SECURI- 
TIES DEALERS, INC.; AND YOST FULTON, CLEVELAND, OHIO 


Mr. Reissner. Mr. Chairman, my name is Frank L. Reissner, of 
Indianapolis, Ind. I am president of the Indianapolis Bond & Share 
Corp. of that city and am chairman of the board of governors of the 
National Association of Securities Dealers, Inc. Seated with me at 
the table, for such assistance as they may be to me and the subcom- 
mittee, are Mr. Yost Fulton, of Fulton, Reid & Co., of Cleveland, 
Ohio; Mr. Donald H. Burns, assistant to the executive director of 
the association; with Mr. John W. Lindsey and Mr. Mare A. White, 
of counsel to the association. 

We would like to state briefly to the subcommittee, and for the rec- 
ord, that our association is a registered securities association pursuant 
to section 15A of the Securities Exchange Act of 1934. Pursuant to 
that act, the association is required to enforce “high standards of 
commercial honor and just and equitable principles of trade” in the 
securities business in the interest of the public, investors and our 
3,800 members. We have been performing this function since 1939 
and many times in the past statistics on our activities have been filed 
with the Congress. If this subcommittee should desire up-to-date 
information on our activities, we will be pleased to provide the 
infor mation concerning the association’s activities, which we are now 
preparing for the House Interstate and Foreign Commerce Com- 
mittee. (See p. 177.) 

The chairman requested, in his statement of May 20, 1957, that these 
bills, currently under consideration, be disc ‘ussed in a definite order. 
We have endeavored to break this statement apg into 3 areas as 
requested and the first 2 bills to be discussed are S. 594 and S. 1601. 


17 








176 SEC LEGISLATION 


We understand that the general question of proxies and nominees 
has been the subject of discussion before this subcommittee in both 
executive and public session for some time. We question whether the 
proposed bills adequately meet what we understand are some of the 
problems and whether these bills might not go beyond necessary 
requirements to protect the public. Some of the problems posed, as 
reflected by the newspapers, and by proceedings before this subcom- 
mittee, have been of concern to corporate offic ials and to our members 
for some time. 

As 8. 1601 is currently drafted, the question of beneficial ownership 
of securities in United States corporations, whether the beneficial 
owner is a foreign national or a United States citizen, resident in this 
country or residing abroad, is covered. There may be problems with 
which we are not conversant involving treaties with other nations and 
as to which we are not expert. 

It has been suggested that there may be tax evasion problems in- 
volved where securities of United States corporations are held in the 
names of foreign corporations and banks, and local law or custom 
prevents the revelation of the names of the beneficial owners. This 
again is a question upon which we are not informed. 

“We are certain, however, about one aspect of the disclosure of bene- 
ficial ownership as it relates to citizens and investors resident in the 
United States. For perfectly proper and sound commercial and per- 
sonal reasons, many investors arrange to have their securities regis- 
tered in the names of their brokers. The broker holds these securities 
for safekeeping, credits dividend payments, and performs other serv- 
ices helpful to ‘the customers. It would not only be expensive to re- 
quire in all such instances the revelation of the name of the beneficial 
owner and his address, but also would destroy a private and confi- 
dential relationship. 

As this subcommittee knows, there are a number of very large 
mutual funds in this country. Shareholders of these mutual funds 
are the beneficial owners of the portfolio assets. This bill could mean 
that whenever a fund exercised a proxy with respect to a large holding 
in any particular security, the fund management might also have to 
attach the names and addresses of its many hundreds of thousands 
of shareholders, plus a statement of these shareholders’ individual 
interest in the portfolio securities. We doubt that this was intended. 
However, we do feel that the subcommittee should consider this pos- 
sible broad ramification. 

S. 594 and S. 1601 relate in part to some of the provisions of 8. 1168. 
I wish to point out to the subcommittee that we recognize that there 
isa problem. However, these two bills are limited in scope and do not 
propose solutions to all the problems which may be present. For 
example, it has been said that the proxy rules break down in large 
corporate fights. On the other hand, these rules may be too onerous 
in the usual situation of a corporation circulating proxies for its meet- 
ings. It is with the thousands of smal] and medium-size corporations 
that this association and its members are primarily concerned in con- 
sidering the ultimate consequences of these proposed changes in the 
law. Therefore, we respec fully suggest that, since this subcommittee 
has undertaken a study of this proble m, the entire subject of proxies 
should be reviewed with the hope that a solution satisfactory to the 
public, to the Congress, the investor and business be achieved. May we 
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also respectfully suggest that the subcommittee obtain the views of 
corporate management, since corporate interests are so vitally 
involved. g 
Senator Lauscne. Just one moment. You contemplate supplying 
for the record information on your recent activities, such as you intend 
giving to the House ? 
Mr. Retssner. We will be glad to supply it if you want it; yes, sir. 
(The information referred to follows :) 


NATIONAL ASSOCIATION OF SECURITIES DEALERS, INC., 
Washington, D. C., June 6, 1957. 
Hon. FRANK J. LAUSCHE, 
Chairman, Subcommittee on Securities, 
Senate Office Building, Washington 25, D.C. 

DEAR SENATOR LAUSCHE: I am writing to you with respect to several open 
items in connection with the statement presented to your subcommittee on vari- 
ous bills being considered, when I appeared on May 27, 1957. 

As I recall it, there are three open items: the first being our statement that 
we would supply the members of the Banking and Currency Committee with a 
report of the activities of the association since its formation. This is in the 
process of preparation, and will be printed shortly. The report covers many of 
the activities of the association, including the manner in which the association’s 
functions are financed by the members. Copies of this will be transmitted to 
each of the members of the Banking and Currency Committee with additional 
copies for your staff as soon as it is completed. 

The second open item relates to the question of statutory standards with 
respect to various proxy rule situations under the current act. This question 
is not one which has been passed upon on a policy basis by the board of gov- 
ernors of the association and, therefore, I am reluctant to express my personal 
opinion. We would request, therefore, that the association be permitted to 
study this question further and, perhaps in the future, provide such additional 
information as we can to your subcommittee. 

The third open item involves the matter of increase of statutory fees and the 
extension thereof in connection with certain types of securities transactions. 
As I stated in response to questioning at the hearing, the association does not 
believe, at the present time, that an increase in these fees is warranted. We 
believe that the substantial cost to the business in its own self-policing work 
should be considered in relation to any consideration of increase in fees. This 
matter was discussed in connection with proposed rule changes with the Secu- 
rities and Exchange Commission in 1952, and was subsequently a matter of con- 
sideration before both the Banking and Currency Committee of the Senate and 
the Interstate and Foreign Commerce Committee of the House. I am advised 
that Congressman Harris has introduced H. R. 7778, which would effect an 
increase in fees. At the appropriate time, we will, of course, desire to appear 
and state the position of the association in connection with this proposed legis- 
lation. 

Very sincerely yours, 
FRANK L. REISSNER, 
Chairman, Board of Governors. 

Senator Lauscur. Because of your lack of knowledge concerning the 
problems that have arisen governmentally and with respect to the 
rights of stockholders in companies, through the belief that nationals 
of the United States and nationals of other countries are buying stock 
deliberately through Swiss banks, you feel that you can give no opin- 
ion concerning the merits of trying to cope with that problem ¢ 

Mr. Reissner. Well, we are not conversant with problem. But we 
admit that there is the problem you mention. 

Senator Lauscue. No. 1, it is accepted as a fact that an insider of 
a domestic corporation, if he wants to avoid the operation of our pres- 
ent security laws and is willing to deceive, can act through a Swiss 
bank without fear of the ultimate fact being disclosed. Do you know 
that to be a faet / 
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Mr. Reissner. I believe that is right. Yes, sir. 

Senator Lauscne. Secondly, a national of our country can deal 
through a Swiss bank, make profits and, if he so dares, can fail to 
report on those profits to the tax department. You understand that 
is possible ? 

Mr. Retssner. Yes, sir. 

Senator Lauscue. And, thirdly, with respect to proxy fights, a 
stockholder who is seeking to acquire control and who wants to conceal 
his operations can do so without complying with our laws by acting 
through a Swiss bank, if he is willing to deceive, and say, “I did not 
act through the Swiss bank.” You understand that to be the fact? 

Mr. Retssner. Yes. 

Senator Lauscue. Fourthly, a person seeking to acquire control of 
a corporation here, and not having adequate funds to buy in accord- 
ance with the marginal requirements of our securities laws, can cir- 
cumvent that difficulty by buying through Swiss banks, where the 
marginal requirements are less severe. Do you understand that to be 
the fact ? 

Mr. Retssner. Yes, sir. 

Senator Lauscue. Fifthly, under similar purposes and similar cir- 
cumstances, by acting through a Swiss bank, a national of our country 
can escape the laws of this Nation dealing with registration ? 

Mr. Retssner. Yes, sir. 

Senator Lauscne. Have you given any though to how we could 
cope with that problem w ithout unduly impinging upon the thousands 
of stockholders, which you have described, in our corporations 
throughout the country ? 

Mr. Reitssner. Could I have counsel, Mr. Lindsey, answer that 
question ? 

Senator Lauscue. Surely. 

Mr. Lrnpsry. Senator, I think it would be possible to have some 
effect upon this situation if, one, there was a change made in the with- 
holding-tax situation on dividends with respect to domestic corpora- 
tions’ securities held in the names of foreigners. Whether that is a 
desirable thing from the State Department’ s point of view I do not 
know, but I think this would raise an issue and it would not affect 
the capital-gains situation. 

Secondly, I think, and I am sure the committee would want to con- 
sider this very carefully before adopting it, you could have a situation 
where either a stockholder, the Securities and Exchange Commission, 
the Department of Justice, or any district attorney could enjoin the 
voting of proxies under some of these circumstances you have men- 
tioned by proper court action, where there might not have been ade- 
quate disclosures in proxies, and so forth. 

Senator Lauscne. In one particular proxy fight, the evidence dis- 
closes strongly that one of the participants might have dealt through 
a Swiss bank. He, however, denied it. The proof that would ir- 
revocably and positively establish the truth was in the hands of the 
Swiss bank, which, under the Swiss law, was prohibited from dis- 
closing it. There has been proof offered to this committee estab- 
lishing circumstances and facts that rather clearly indicate that 
there was a tieup between the particular individual and the Swiss 
banks. Yet the Securities and Exchange Commission was helpless 
in trying to establish the truth, because, upon inquiry with the Swiss 
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bank, it was told by the Swiss bank officials, “Our criminal laws pro- 
hibit us under penalty from disclosing the information.” I have this 
question now: Do you or do you not. believe that we ought to con- 
cern ourselves with that problem ? ¢ 

Mr. Retssner. I definitely think we should, sir, and I am sure our 
association would assist you in any way onl 

Mr. McKenna. On that point, Mr. Reissner, can you give us some 
indication about the rules of your association as it ‘affects a custom- 
er’s man of a member organization who solicits trade from prospec- 
tive customers either here or abroad? How much leeway does he 
have in that line? 

Mr. Reissner. Mr. Lindsey is more conversant with our specific 
sections than I am. 

Mr. Linpsey. Mr. McKenna, first of all we have a number of rules 
of fair practice which are equally applicable to firms and to sales 
representatives who are registered with the association. Both the 
firm and the individual are subject to the disciplinary powers of the 
association under the law. Specifically, (a) we have rules relating 
to suitability of recommendation to a customer ; ; (6) we have rules re- 
lating to fairness of price to a customer; (c) chs firm is obligated to 
supervise the individual under our bylaws and rules; and, ‘(d) the 
firm is obligated to set a firm policy as to price, recommendation, 
approach customers, and so forth. 

Does that respond to your question / 

Mr. McKenna. Would it be permissible within those rules for a 
representative of one of your member firms in this country to go 
abroad in order, shall I say, to drum up business for a specific stock 
issue / 

Mr. Linpsry. Well, first, Mr. McKenna, we do have members who 
have representatives abroad. Of that I am sure. I do not believe 
there are very many, but we do have that situation. Secondly, I do 
not believe, in their activity beyond the confines of the United States 
and its Territories, that the association has jurisdiction. I question 
frankly whether the Securities and Exchange Commission would 
have jurisdiction for acts committed, let us say, in Germany. 

Mr. McKenna. Even by your members / 

Mr. Linpsry. Even by our members. 

Senator Lauscue. Do I understand correctly that if one of your 
members went to Switzerland for the purpose of making arrange- 
ments for the acquisition of stock in one of our corporations, even 
though illicit means were used, your association would not feel it is 
within its jurisdiction to stop that practice / 

Mr. Lrnpsey. Mr. Chairman, I think if any portion of the act 
were involved in this country and related to securities under the 
jurisdiction of this association, and we were able to ascertain the 
facts, we could take action. If, however, the entire action took place 
beyond the confines of the United States, I would question as a law- 
yer whether we have jurisdiction. 

Mr. McKenna. Mr. Lindsey, in this particular case I was thinking 
of, I presume we get into the doctrine of proximate cause, because 
apparently as a result of this specific trip abroad it later turns out 
transactions in the stock concerned were handled through the facilities 
of one of our nationally recognized exchanges through the medium of 
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the particular customer’s man who solicited the business. Would 
that make any difference in your conclusion ? 

Mr. Linpsey. It would make a difference to this extent : The associa- 
tion specifically does not have jurisdiction of transactions which take 
place on the floor of an exchange. This is within the jurisdiction of 
the exchange, and it is the exchange’s problem. If it related to an 
unlisted security, and subsequent to this certain acts, of whatever 
nature I know not, took place, which might result in manipulation or 
some other illegal act, and we could find out those facts within reason- 
able bounds—yes; I think we could take action. 

Mr. McKenna. What you are saying then is, if it involved an 
unlisted security your jurisdiction might lie? 

gy ade a sir. 

Mr. McKenna. If it involved a security listed on a nationally recog- 
nized aiaanea you would have no jurisdiction in that case? 

Mr. Lrnpsry. Yes, sir. 

Mr. McKenna. On page 2 of your statement, Mr. Reissner, you gloss 
over the problem that: 

For perfectly proper and sound commercial and personal reasons, many inves- 
tors arrange to have their securities registered in the names of their brokers. 

I wonder if you would help supply for the record some of those 
reasons, just briefly ? 

Mr. Retssner. In the first place, a great many customers have a 
broker hold all of their securities for them for the convenience of the 
customer. They are traveling and want to have transactions in their 
account, and it is very simple for them to send a wire, or make a phone 
all, making changes in their portfolio. That can happen. Maybe 
cable can come from some place abroad. 

Furthermore, a lot of people prefer to have brokers and dealers hold 
their securities for them to attend to all of the detail involved. In 
large accounts they have many different holdings and it is much simpler 
for an individual from the detail standpoint. to have somebody else 
do the detail work and render a monthly report to him. 

In a great many families, one member of the family does not want 
another member of the family to know what he or she is doing, 
and privacy can be preserved by using a broker as nominee and having 
the broker hold the securities. 

Mr. McKenna. So that in 1 case of the 3 you have mentioned the 
question of privacy and nondisclosure of identity of the beneficial 
owner is the real reason for registering in the name of the broker. 

Mr. Rertssner. It could well be; y ves, sir. 

Senator Lauscur. Can you enumerate any situations in which you 
have observed that there might be some purpose other than these which 
you have just described that would not be as proper? You have enu- 
merated the good reasons. Now, are there any bad reasons, and, if 
there are, identify them. 

Mr. an Well some of the bad reasons are some of the possi- 
bilities, or some of the probabilities which you say you have evidence 
are a fact. We do not deny those possibilities. I might mention 
too that my firm is an over- the-counter securities firm, and most over- 
the-counter securities firms do not do this type of business. It is only 
the brokerage firms that do. 
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Generally speaking, the over-the-counter securities business does 
not do a safekeeping business for its customers in over-the-counter 
securities. 

Mr. McKenna. But brokers or dealers who are members of your 
association might well do that. 

Mr. ReissNer. Yes. We have a great many broker-dealers who are 
members of the exchanges, and who are also members of our associa- 
tion. Sothere is an overlap of interest there. 

Mr. McKenna. In order to get at this broad problem beyond the 
question of proxies, what would you think of one suggestion that has 
been made that we have a short, mandatory, quarantine period follow- 
ing the purchase of a security, or the short sale of a security, within 
which the Securities and Exe ‘hange Commission would have an op- 
portunity to examine the deal for. possible prima facie violations of 
our Federal securities laws? That would obviously cause a change 
in our present trading practices. 

Mr. Reissner. Does that relate only to listed or unlisted trans- 
actions ¢ 

Mr. McKenna. All. 

Mr. Retssner. All. What do you mean by a “quarantine period?” 

Senator Lauscue. I just asked him the same thing. 

Mr. McKenna. Maybe I had better explain a little more fully. 
What we have in mind, I believe, in this suggestion is that the security 
actually be impounded, let us say, for a ~ brief period necessary to 
enable the Securities and Exchange Commission to make this ex- 
amination, so that no physical delivery of the security could be made 
to the purchaser in the case of a purchase, and so that no confirma- 
tion of a short sale could take effect until the Securities and Exchange 
Commission had released it from this “quarantine.” 

Mr. Retssner. It raises some questions. In the first place, where 
would it be impounded, and how would you enforce it? I can con- 
ceive that if that quarantine period was of too long a duration——and 
whatever that time is, it is X at the moment—it could have an effect 
on the market for that security. = 

Mr. McKenna. One other point now. We have discussed the pos- 
a disadvantages of applying S. 1601 to domestic transactions, that 

those that are handled wholly within the United States. What 
pea be the opinion of your association if this bill were to apply only 
in the case that a foreign institution entered the chain of trading at some 
point or other, and left out those transactions handled wholly within 
the United States? 

Mr. Retssner. I frankly do not know. I think it might bring up 
all kinds of problems. We do not know what all of the problems are. 

Mr. McKenna. But of course that would remove part of the ob- 
jections you have raised to S. 1601 as it applies to domestic trans- 
actions. 

Mr. Retssner. It is possible. Yes; that isright. 

Again I would say that the association would be perfectly happy 
and want to cooperate in any way they can help to work out a solu- 
tion to this problem. 

Mr. McKenna. One further point, Mr. Reissner. I note the sug- 
gestion that the committee go into the proxy problem in more detail 
than it proposes to do in this current series of bills. You make 
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specific reference to the fact that we should obtain the views of cor- 
porate management, since corporate interests are so vitally involved. 
I might say that the announcement of these hearings was made public 
insofar as we were able to make it public, by publication in the Con- 
eressional Rec wel, and also by distribution to the press of the notice; 
and, as you recall yourself, all who were interested in testifying on 
any aspects of any of these bills were invited to get in touch with the 
chief clerk of the committee and signify their desire to testify. 

So I think in fairness to the subcommittee it should be noted cor- 
porate management is welcome to testify on eny aspect of any of 
these bills. 

Mr. Retssner. I am sure that is right. 

We now consider S. 1168. This bill does not exempt insurance 
companies as did the previous S. 2054 in the last Congress. The 
market for insurance company stocks historically is over the counter. 
This is also true of practically all bank stocks. We wish to point out 
that if insurance companies are to be included along with certain other 
corporations, we inquire why other financial institutions are specifi- 
cally exempted, i. e., banks and savings and loan associations. We 
recognize that insurance companies are regulated by the various 
States, and banks and savings and loan associations are regulated by 
State and Federal law. However, this regulation is directed to the 
protection of policyholders and depositor s. 

We feel that in the drafting of this proposal all corporations should 
have been included. Despite this, we do not feel that this legislation 
is necessary in any event. 

A matter of concern to industry and the securities business relates 
to the effect of the proposed language applying section 16 of the 

Securities Exchange Act of 1934 to the securities transactions of 
offic ers, directors, and others of the corporations affected. We under- 
stand that the Securities and Exchange Commission has several times 
recommended a study of the market and cor porate problems involved. 
We think such a study should be jointly conducted by representatives 
of the Securities and Exchange Commission, industry, and the securi- 
ties business. A report should then be made to this subcommittee 
of the joint or several conclusions so that this subcommittee and the 
Congress may have the benefit of this information prior to enacting 
this proposed or any similar legislation. 

We have consistently opposed the enactment of legislation similar 
to S. 1168. We do so now. The subcommittee is referred to our 
previous statements. The reasons we oppose this legislation are that 
we feel this legislation is unnecessary; that this proposal involves 
new broad corporate regulation; and the information which would 
be required to be filed with a governmental agency will result in 
procedures very expensive both to taxpayers and to corporations 
generally for little, if any, added protection to the public investors. 

Information as to corporate affairs is most necessary to all of us 
in the securities business in advising our customers. As has been 
previously stated at length in the past before this subcommittee, the 
basic information is available. We stated before this subcommittee 
on July 1, 1955: 

We know of no demand for this legislation from stockholders, prospective 
investors, or Our Own members. 


We still know of no such demand. 
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Mr. Yost Fulton of Fulton, Reid & Co. of Cleveland, Ohio, is here 
with me. He would like to address some remarks to the subcommittee 
with respect to S. 1168. 

Mr. Chairman, this concludes our formal statement on these par- 
ticular bills. We would request the opportunity to have counsel file 
with the subcommittee a memorandum with respect to technical 
aspects of the bills which we have not covered and which might be 
helpful. (See p. 177.) We would be happy, to the extent that we 
can, to answer any questions, and if we cannot answer them, we will 
endeavor to obtain the answers and provide the subcommittee with 
the information it desires. 

Mr. McKenna. Mr. Reissner, I have noted in your statement that 
as far as your association goes you still know of no demand for this 
particular legislation. I might say that the files of the subcommittee 
do contain certain requests for legislation of this type, primarily 
from stockholders. 

Mr. Retssner. Is that so? 

Mr. McKenna. Of course, not all of those who are dissatisfied take 
the time to sit down and write our subcommittee about it either. I 
wonder whether you would object to a Federal law that would assure 
from bona fide stockholders a right to corporate information about 
finances and management upon request, without imposing the addi- 
tional requirements as to reporting to the Securities and Exchange 
Commission that would be placed on such corporations subject to 
this bill? 

Mr. Retssner. I think that would be a constructive piece of legisla- 
tion provided there were reasonable standards and limitations on 
such requests. 

Mr. McKenna. Thank you, sir. 

Would you explain for the record how your association helps to 
gather and disseminate information about over-the-counter securities 
issuers ? 

Mr. RetssNer. Well, for one thing, last year the association assumed 
responsibility for the accuracy of the over-the-counter quotations 
which appear in the press under the association masthead. We estab- 
lished what we call the national list. We did this after a considerable 
amount of research and we required certain qualifications for a se- 
curity to be listed in the national list in the papers. 

The purpose of that national list was that the quotations, wherever 
they appeared throughout the country on any given date under our 
masthead, would be uniform and they would be accurate. In setting 
up the qualifications for the inclusion on the national list, we required 
that. all of those corporations put on file with us their annual state- 
ments; in order to be initially included in the list the stock had to be 
selling for $5 or more; it had to have a minimum of 1,000 stockholders ; 
and, we divided the country into 4 regions, and there had to be at 
least 300 of the 1,000 stockholders in 2 or more of the 4 regions. 

Mr. McKenna. What inspection or enforcement measures does the 
association take to assure compliance with your requirements in that 
respect ¢ 

Mr. Retssner. If we do not get the information we drop them from 
the list. Of course, we check the accuracy of the markets because we 
stand by the fact that these are accurate quotations, and the markets 
are good. 
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Mr. McKenna. What in the field, if any, of corporate information, 
has your association attempted to have disseminated to the potential 
investing public ? 

Mr. Reissner. We have done nothing except to check the accuracy 
of sales literature used by mutual funds. 

Mr. McKenna. It has been stated that the trend at present is for 
more and more information about corporate management and finances 
to be given voluntarily by the various issuers, and I was curious to 
learn how the association participated in encouraging that trend. 
You do so, I take it, by passing on such information as you receive 
from management ? 

Mr. Retssner. Well, any information we have is available. We do 
not make a specific effort to disseminate it to all of our members when 
we get the information. 

Senator Lavsone. What is the normal method in which the infor 
mation is asked for or provided ¢ 

Mr. Retssner. By letter to the specific corporation. 

Senator Lauscue. But I mean, let us assume that I want to buy. 
and you have information about the fiscal status and I ask you for it. 

Mr. Reissner. Are you speaking as an association or as a dealer 
now? Youare referring to me as what 

Senator Lauscue. Are not the members of the association all bound 
by the same rules ? 

Mr. Retssner. That is right. 

Senator Lavscur. And the practices are rather uniform ¢ 

Mr. Reitssner. That is right. We have a uniform practices code. 

Senator Lauscur. You stated that you acquired financial state 
ments, and you are familiar with the corporations. How does the 
general public acquire that information from you, if it does it at all? 

Mr. Retssner. I do not know that the general public acquires it 
from the association. It gets it from our dealer members in their 
dealings with the members of the public. 

Mr. McKenna. What you are saying is that it is available upon 
request ¢ 

Mr. Retssner. That is right. 

Mr. McKenna. By the prospective investor ? 

Mr. Retssner. That is true too, but our dealers in selling securities, 
when they make a recommendation, they give their customers the 
information too. 

Mr. McKenna. Along the same lines, what efforts does the associa- 
tion make to improve the quality of proxy material used in over-the- 
counter securities / 

Mr. Retssner. We do not do anything, and we have no rule covering 
that. 

Mr. McKenna. Of course, the absence of what many people feel 
to be adequate proxy material is one reason why we are now con 
sidering this present legislation. 

Mr. Retssner. I understand that, but one of the reasons why we do 
not have a rule is because the vast majority of our members do not 
hold securities; they do principally an over-the-counter market busi 
ness, and we do not hold securities for customers. 

Mr. McKenna. Coming around now to the problem of insider 
reporting and trading, Mr. Reissner, why is it necessary for a spon- 
soring dealer to be an officer or director of a company in whose stock 
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he is attempting to maintain a market over the counter, as measured 
against the protective value of allowing recapture of short-swing 
profits of an officer or director / 

Mr. Reissner. That is the matter on which Mr. Fulton was going 
to comment, and I would like to have him answer that. 

Mr. McKenna. Fine. We will take it in your statement then. 

Mr. Retssner. He has no prepared statement. 

Mr. McKenna. All right. Do you care to answer that now ? 

Mr. Furron. I have no written statement, he means. I have a pre- 
pared statement, which I would like to include. 

Mr. McKenna. Possibly this may be in the same category. In your 
experience, how frequently does a sponsoring over-the-counter dealer 
become a principal stockholder of a corporation by owning 10 percent 
or more of any class of the securities through his efforts to maintain a 
market in the securities of that corporation / 

Mr. Retssner. In my experience I would say very, very seldom. 

Mr. McKenna. Assuming you were in favor of the principle of this 
bill, what more detailed standards would you recommend as a guide 
to Securities and Exchange Commission administrative action? I 
know that your association has been critical of the lack of these stand- 
ards in the past. 

Mr. Retssner. I will turn to our counsel for that. We have not 
discussed standards amongst ourselves because we have been opposed 
to the bill, but we will be glad to provide a statement for the sub- 
committee on our thinking, outlining what standards we might think 
might be necessary. (See p. 177.) 

Senator Lauscue. Yes. Such suggestions would be welcome. 

Mr. Linpsry. May I make a statement? I would like to suggest 
that this also relates directly to the comment Mr. Reissner made about 
a general review and study of proxy rules as they now are written and 
administered, 

Mr. McKenna. Mr. Reissner, would your organization favor an 
increase in fees presently charged by the Securities and Exchange 
Commission to help make it more sel f- -supporting ¢ 

Mr. Retssner. Well, we have not discussed that subject. 

Mr. McKenna. Would you care to file some comments for the rec- 
ord on that also at a later date? (See p. 177.) 

Mr. Reitssner. I think that would be better. 

Mr. McKenna. Fine. 

I have no more questions, Mr. Chairman. 

Senator Lauscur. On the matter of making the Securities and Ex- 
change Commission self-sustaining, do you have any formulated judg- 
ment about the wisdom of Government, in those instances where spe- 
cial services are rendered for special classes of our people, or seg- 
ments of our people, that they should be made self-sustaining as far 
as is reasonably possible / 

Mr. Reissner. Well, in the first place, the Securities and Exchange 
Commission was created to protect the whole public, because every 
member of the public is a potential investor. To my knowledge, the 
association has no formulated opinion on this subject. I have a per- 
sonal opinion, but I am here speaking for the association and not for 
myself personally. 

Senator Lauscue. It must be conceded that there are probably mil- 
lions of citizens who do not at any time buy stocks that are on the 
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exchange. To that extent they, in the payment of taxes, are paying 
for a special service, from which they receive no benefit. What is your 
opinion on that statement? Let me put it this way: Those citizens 
who receive no benefit at all from the services rendered by the Secu- 
rities and Exchange Commission—should they, through their taxes, 
contribute to the financing of the services rendered to special seg- 
ments ¢ 

Mr. Reissner. I do not quite agree. I think that all citizens benefit 
from the services that the Securities and Exchange Commission pro- 
vides the public, because they help to maintain orderly markets and 
do a great many other things which are helpful to the economy at 
large. 

I might say, too, that we in our own organization are currently 
spending in excess of $1 million of our own money—dealers’ money— 
there is no tax money involvyed—to police ourselves, That is what our 
budget was this year. 

Senator Lauscue. All right. Thank you very much. 

Mr. Fulton? 

Mr. Fuuron. Senator and gentlemen, my name is Yost Fulton. I 
am president of Fulton, Reid & Co., Inc., in Cleveland. Our firm 
and its predecessor firm, Maynard H. Murch & Co., in Cleveland, have 
been engaged since 1911 in the general investment banking business— 
we can’t call it that in Ohio—but our specialty, if we have one, has 
been in the aiding in the long-term capital requirements through 
private and public financing for small- and medium-sized companies. 

We have a great number of companies which we have aided over 
the years. 

While I am in general concurrence with the views of the association 
toward the entire bill, I want to speak particularly with reference to 
section 16 (b) of the 1934 act and to its application to the over-the- 
counter market under S. 1168. 

Section 16 (a) of the act requires principal stockholders, directors, 
and officers of corporations, to announce or publish their purchases 
and sales in the securities to which they are related. We have no ob- 
jection to that section and we like it. Section 16 (b) requires that any 
profit that is made by such an individual, either through purchase or 
sale, or sale or purchase, within a 6-month period, is subject to be re- 
claimed by the corporation. We object strenuously to that provision 
and believe it ought to be taken out of the act entirely as it relates 
to all securities. I think it would be tragic to have it carried into the 
over-the-counter market. 

I particularly want to address myself to its effect on the securities 
dealer or investment banker exercising his dealer function in the 
market. 

It is probably one of the hardest things we have in our business to 
explain outside of our business. It is even hard to explain to some 
members of our business who do not concern themselves with this 
problem of sponsorship in relatively inactive issues. If you have 
100,000 or 1,000,000 shareholders, by the law of averages there are 
some who want to buy and some who want to sell, and all you need is 
the people that make their living by bringing them together and you 
have a market—a spontaneous market. Where you have 1,000 share- 
holders or 500 shareholders, or whatever it may be, that law of 
averages does not apply. There will be times when you have spon- 
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taneous buyers and no sellers. Nobody is hurt by that. Nobody is 
hurt there because you do not have the sellers, but at other times 
when there are spontaneous sellers and no buyers- —and there may be 
sellers because they need more money for any number of reasons, such 
as illness of one sort or another, or because they change their minds 
and do not want to own a security—if we do not have buyers in the 
market at that time, irreparable harm is done to those people, not only 
because of their needs, but because they find they cannot sell securities 
in small, inactively held companies, and they are not going to buy 
those securities again from us or anybody else. 

If that happens, the sources of capital for the small company in 
this country are destroyed. That is where the dealer system comes in. 
When sellers come into the market and need to sell their stock and 
there is no spontaneous buyer, the dealer buys it and gets his salesmen 
to go out and find people who will. He has to sit across the table 
and explain the problem to them, so they will be willing to buy it. 
Frequently it is a lower price and it is a sound company, “and mi aybe 
it pays a little bit more dividends. However, the security salesman 
sits down and calls 20 people, and he will find 19 of those that know 
General Electric and probably some buyers for it. But if he sits 
down and calls 100 people he may not find many who know about 
this vacuum cleaner company, so he has to go and sit down and talk 
to them. It is the day-to-day market that he wants. 

The Securities and Exchange Commission by exemption recognized 
the securities dealer in regard to registered issues. We do still par- 
ticipate in the origination of issues, and they recognize it in the 
securities market, but not in the day-to-day trading, which is the 
more difficult area 

If you call in and you want to sell 1,000 or 2,000 shares, the new 
machinery gets to work and we can do it, but it is the 100 shares day 
after day that is tough to handle. The dealer’s function in the day- 
to-day trading should be recognized. I am deeply concerned if this 
section 16 (b) is applied to unlisted securities what it may do 1 
drying up the streams of capital. 

[ call your attention to the fact that whereas other sections, like 
information sections, already apply to any company in the over-the- 
counter market which has registered securities and is filing with the 
Securities and Exchange Commission, so that this application would 
affect relatively few companies—as far as section 16 (b) is concerned 
it would have its impact immediately on all unlisted companies. That 
iS 16. 

Mr. McKenna. Would you now answer the question I earlier asked 
Mr. Reissner, as to why you feel it is necessary for a dealer at the 
same time to serve as an officer or director of a corporation whose 
stock he is sponsoring ¢ 

Mr. Furron. Well, Mr. McKenna, first of all, our requirement in 
dealing with the corporation is that they do have a broad board. We 
do not want an inside board completely. We want some representa- 
tion outside. We have never required, as part of our financing pro- 
gram, that we appear on the board. We require that it have a broad 
board. We have never refused to accept a position on a board for a 
company whose securities we underwrite, if we are required to do it. 

I happen to believe there is nobody on a board of directors who 
can represent a public stockholder as well as an investment banker, 
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because he is on the firing line. If a company does not do as the 

stockholder wants, who knows about it first? We do. We are in 

constant touch with the investor and ae what kind of information 

he wants, and what he likes to know. I do not know anybody who 
can represent the public stockholder better than we can. 

Mr. McKenna. Do you not believe your views on that issue would 
be accepted as readily by the corporation whose stock you are spon- 
soring if you were not a member of the board of directors, or an 
officer ? 

Mr. Fuvron. I am not talking about the views of the corporation 
as represented to other stockholders, but talking about stockholders’ 
views in directors’ meetings. That is where we are needed. 

Mr. McKenna. Of course, the purpose of the question is to see 
whether or not a sponsoring dealer need bring himself within the 
scope of section 16 (b), because obviously if he is neither an officer 
nor a director nor a principal stockholder, then that will have no 
effect on him. 

Mr. Fuiron. I have tried to say if I were sponsoring General Elec- 
tric or something of that sort, I do not think they need me on their 
board; but when I am sponsoring the issues of a company that for 
the first time is coming into the public market, there are so many 
questions, upon which they need, if you will forgive the phrase, pro- 
fessional advice. And the place to have it is in the councils of the 
board of directors. 

I would feel much happier about owning stock in any corporation, 
particularly a small one, if an experienced investment banker is on the 
eave: 

Mr. McKenna. Do you think it would be feasible to change the 
application of section 16 (b) so that it would apply only in a case 
where the trade was shown to have been made as a result of inside 
information / 

Mr. Fuuron. If you have public information as to what has been 
bought and sold and there is evidence of misuse of that information, 
then you are subject to the laws anyway. 

Senator Lauscur. Subject to what laws? 

Mr. Furron. The regular laws, Senator, on misuse. 

Mr. McKenna. The common law, probably. 

Mr. Fuuron. Actually, the short-term provisions of the capital 
gains tax are as much a deterrent in this as anything else. I be- 
lieve that studies that have been made actually on insider trading are 
probably a stabilizing influence in the market, rather than an aggra- 
vation of any movement up or down. I do not know who is more 
anxious—if you run into an air pocket in the market, I do not know 
who is more anxious to have a sound and orderly market than some- 
one closest to the company who has to live with it through the years. 

Mr. McKenna. Is it true also there is less likely to be short-swing 
trading on the over-the-counter market than on the nation: lly rec- 
ognized exchanges? In other words, is more of your business with 
people who buy for long-term investment ? 

Mr. Furron. I would not want to answer that without further 
study. 
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(The following was received for the record :) 


FULTON, Rep & Co., INC., 
Cleveland, Ohio, May 29, 1957. 
Hon. FRANK J. LAUSCHE, 
United States Senate, Washington, D. C. 

DEAR SENATOR LAUSCHE: I appreciated so much the chance to appear before 
the subcommittee of the Banking and Currency Committee of the Senate on 
May 27, with relation to the Fulbright bill. I spoke from my heart in my 
opposition to the extension of 16—-B to the over-the-counter markets. It seems 
to me that that extension would be tragic. However, I am writing to you to 
try to amplify my answer to Mr. McKenna’s very cogent question on why in- 
vestment bankers should be directors of corporations. 

I repeat the statement that I made that in our underwriting activities we have 
never demanded that we appear on the board of a company unless there is a 
default in the payment of dividends on its securities. On the other hand, we 
have always felt obligated to serve on boards, of companies whose securities we 
have underwritten if we are requested to do so. I'd like to try to explain to 
you the reasons for that decision. 

First of all, we do not want to underwrite the securities of a company whose 
board of directors is not a representative board. It should be composed partly 
of insiders and partly of outsiders, with experience and knowledge and a sense 
of responsibility so that board decisions can be made on a broad basis. 

We serve two clients directly aside from the public weal. We serve our cor- 
porate clients in advising them on long-term capital procedures and on the 
type of securities that can be obtained to best advantage in the market at any 
given time. We serve our investor clients, first of all, in helping them own the 
kind of list that an investor should own—such a list includes broadly market- 
able securities—but a certain amount of securities in the less marketable field to 
obtain the potentially principal enhancement and potentially higher immediate 
dividend that is available therein. In other words, if you were a client of ours, 
we would first discuss with you what proportion of your list should be in fixed 
income securities—that is, bonds (Government, corporate, or municipal)-— 
and what proportion should be in equities. As to the equity portion, we would 
probably advise you that 40 to 60 percent of it should be in highly marketable 
securities, but that you could develop a very great sweetener in the balance of 
the list by investing in securities without as high a degree of marketability but 
with other factors that made up for it. 

Now, let us see where that brings us. If we underwrite an issue of securities 
for a corporation that has never come to the market before, then when we serve 
on the board we take on some very real responsibilities. We have to be doubly 
sure that none of the information that accrues to us as directors is used by 
us in our activities in the stock, and we take that precaution very seriously. 
We recognize full well that as directors we can be accused of taking advantage 
of the information we receive and act and conduct ourselves accordingly. We 
recognize, however, that actually much of this inside information is of no 
value at all in the day-to-day trading on securities. Historically insiders have 
been the worst possible traders in the securities of their own companies. Fur- 
thermore, our day-to-day trading in the securities of companies which we have 
underwritten does not and has not historically produced a profit for us. It is 
justified by the fact that it is necessary for us to make markets in the securities 
which we sponsored in order that our customers may be satisfied with their 
investment. Furthermore, there is a source of profit in that if we are the pri- 
mary market in the securities, even though we don’t make money in our day-to- 
day trading, we are likely to receive block offerings of those securities in which 
we can make some profit as retailers. When we go on the board of a company 
whose securities we have sponsored—that is, we have originated and under- 
written—we give a sense of security to our investors who have invested in those 
securities in that we are watching the company’s progress carefully from then 
on. But, it seems to me that the value of the investment banker is even greater 
to the corporation than it is to the investor in that sitting on the board of a 
company which has never had public stockholders before, we represent the 
Wishes and desires and needs of the public stockholders as nobody else can. 
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There is another aspect in which we can serve the corporation which is that 
we concern ourselves with the long-term capital requirements of corporations. 
No one else is justified in speaking as an expert in that field other than an in- 
vestment banker who directs his entire energies in that direction. Therefore, 
when we sit on the board, we are probably the only expert the corporation can 
get in long-term financing problems of every kind. 

I stated in my testimony and I sincerely believe that I would feel much more 
comfortable as a stockholder in a corporation if it hand an investment banker 
of experience on its board. I recognize fully in this respect that one of the finest 
houses in the country uses as its tenet that it will not have board memberships 
because that interferes with its judgment. This house, however, specializes as 
a broker, who is not supposed to recognize any responsibility to the corporation 
whose securities he buys, who wants to be completely free to move in and out 
of them at will. I asked the managing partner of that firm not so many months 
ago how he reconciled that position with their originating department. He was 
quick to point out that probably as their originating activities grew, they would 
have to change that policy. It is difficult for me to see how an investment 
banker can avoid serving on boards of companies whose securities he sponsors, 
or how the companies involved could find better trained directors to bring to the 
board meetings the outside stockholders’ needs, desires, customs, and to bring to 
the corporation also expert opinion on the handling of long-term capital 
problems. 

If this still does not get the matter across, I would like a chance to try it 
again. May I again tell you how much I appreciated the chance to appear 
before you and to greet you. 

Sincerely yours, 
W. Yost FuLtTon. 

Senator Lauscue. Is there anything further? 

Mr. Retssner. No, sir. 

Senator Lauscne. Thank you very much. 

All right, Mr. McCormick. If you will proceed ? 


STATEMENT OF EDWARD T. McCORMICK, PRESIDENT; ACCOM- 
PANIED BY MICHAEL MOONEY, COUNSEL, AMERICAN STOCK 
EXCHANGE 


Mr. McCormick. My name is Edward T. McCormick. I am presi- 
dent of the American Stock Exchange, New York, N. Y. 

I have with me here this morning Michael Mooney, general counsel] 
of the American Stock Exchange. 

I want to thank you for this opportunity to appear before the 
subcommittee and present my views concerning S. 1601 and S. 594, 
introduced by Senator Capehart; and S. 1168, introduced by Senator 
Fulbright. 

Before commenting upon the provisions of these bills, let me say 
few words about the American Stock Exchange, the second largest 
securities exchange in the United States. It is an unincorporated 
association comprised of 499 proprietary members and about 362 
associate members. Its members and associate members do business 
with the ptiblic in approximately 2,163 offices located in 534 cities 
throughout the United States and in 11 foreign countries. 

As of the end of 1956, 863 stock issues were admitted to trading on 
the exchange, representing, in the aggregate, a market value of over 
$31 billion. 

During the calendar year 1956, over 228 million shares of stock 
were sold on the exchange. I wish to call attention to the fact that a 
report of each sale, within a matter of seconds after its completion, 
was flashed on our ticker system throughout the country. 
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I shall now comment upon the various bills in the order suggested 
by Senator Lausche in his opening statement. 

So far as S. 1601, the proxy proposal, is concerned, it is my belief 
that while it is in purpose laudable, in its present form it is too broad 
in scope, too burdensome in operation, and from the point of view of 
public disclosure in all likelihood ineffectual. 

I say in its scope it is too broad because, in attempting to uncover 
the identity of those who would seek control of a corporation it 
extends far beyond this limited group to thousands of innocent stock- 
holders with minimal corporate shareholdings. The consequence of 
such extension is to impose a burden upon brokers required to identify 
the potential multitude of odd lot and other stockholders carrying 
their shares in street names. A further burden very probably result- 
ing from the bill would be its tendency to magnify such difficulties 
as presently actually exist in obtaining the required stockholders’ 
consent for such corporate actions as may require an affirmative vote 
of two-thirds or a majority of a class. 

So far as the element of disclosure is concerned, it appears to me 
that the disclosure this measure compels would not be public dis- 
closure but a revelation of beneficial ownership only to those who 
obtain, exercise, and tally the proxies. Such disclosure certainly 
affords no timely information to the small stockholder or others who 
may be interested in ascertaining the identity of those who seek control 
of his cor rporation. 

There is a dilemma raised in attempting to accomplish what I be- 
lieve is the aim of the bill, for while such disclosure as it requires is 
ineffectual—actual and timely public disclosure of the names and ad- 
dresses of all beneficial shareholders would, on the other hand, be not 
only burdensome for the broker, but potentially seriously detrimental 
to his business, inasmuch as the identity of his customers would 
thereby be disclosed to potential competitors. 

While I can see real merit in the purpose of the bill, I should far 
prefer to have its scope definitely limited so that timely disclosure 
should be required only as to those who are actual participants in a 
proxy contest or are the associates of such participants; that is, any 
person who has agreed to vote his stock in favor of a participant. 

As for S. 594, which would expand the ownership-reporting re- 
quirements and profit-recapture provisions of section 16 (a) and (b) 
of the Securities Exchange Act of 1934 to owners of more than 5 
percent of any class of a security registered on an exchange, I wish 
to state respectfully that I fail to see the necessity for this extension. 
To my knowledge, the existing requirements afford adequate pro- 
phylaxis against the dangers of insider trading. I may add, and this 
is a purely personal commentary, that the extension of the statute 
beyond the present 10-percent yardstick, to include the 5- percent 
holders, will certainly not have the effect of making exchange regis- 
tration more attractive for corporations whose securities are traded 
in the over-the-counter market. 

As for S. 1168, I wish to repeat the comments made on behalf of 
my exchange at your hearings on July 1, 1955, concerning S. 2054, 
the predecessor to the present proposal. We wish to endorse the bill 
in principle and voice strong approval of its objectives. As you 
know, the American Stock Exchange and every other national seeu- 
rities exchange in the country have been fostering for many years the 
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idea that investors should receive from management the maximum 
feasible amount of material information concerning the corporations 
they own. We believe that, to the extent that this bill fortifies and 
enforces this principle and thereby removes in part the existing gap 
in Federal securities legislation, it is in the public interest and should 
be adopted by the Congress. Regulation of the type here proposed 
has been tried for many years in “the field of exc hange trading and 
has been proved both sound and workable. No responsible person 
doubts that it is here to stay. This bill, in substance, is merely an 
endorsement of the basic policy of the Securities Exchange Act of 
1934. 

There are, however, two aspects of the bill which we believe call 
for revision. 

The first of these lies in implied repeal of the existing provisions 
of section 12 (f) (3) of the Securities Exchange Act of 1934, 

As I stated before your committee in 1955, we believe that the pro- 
visions of this subsection were adopted in the public interest and the 
interest of investors and should not be repealed in the absence of 
clear and convincing proof to the contrary. 

At the time of its adoption in 1936, the Congress was fully apprised 
and aware of the pros and cons concerning ‘the merits of this pro- 
vision. And reference to the phraseology ‘of the subsection clearly 
indicates that the Congress intended that unlisted trading privileges 
under section 12 (f) (3) should be granted only in such cases where 
required corporate reports and the obligations of ‘ofticers, directors, and 
principal stockholders were comparable to those of lis ted companies, 
their officials and principal stockholders. 

Moreover, it is perfectly apparent as well that the Congress also 
gave full consideration to the question of maintaining the competitive 
status of exchange and over-the-counter markets with respect to such 
securities. In this connection, | make reference to pages 3 and 4 of 
Report No. 2601 of the Committee on Interstate and Foreign Com- 
merce in the 2d session of the 74th Congress, 

Under section 12 (f) (3) it should be noted it is not the exchange 
but the Soar, which decides what sec urities will be admitted 
to trading and then only after a pubhe hearing in which all interested 
parties have an opportunity to be heard. Moreover, such privileges 
even when granted may be withdrawn or suspended by the Com- 
mission. ’ 

With such safeguards in the hands of the Commission, what logica) 
reason can there be for repealing this provision of the statute? If 
the Commission should grant unlisted trading privileges for securi- 
ties in this category, the investor cert ainty does not lose anything. Le 
gains an additional market for his securities and the important ad- 
vantage of an immediate public quotation of every transaction effected 
in the security on the exchange. 

We submit that retention of section 12 (f) (3) in the Securities 
Exchange Act of 1954 is in the public interest and for the protection 
Of investors, and that the bill should be amended accordingly to bar 
its repeal. 

My second comment concerns itself with the foreign issuers subject 
to the requirements of the bill. 

In view of the fact that such issuers may not voluntarily comply 
with the bill, and enforcement of its provisions against them may be 
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impossible because they are outside this country’s jurisdiction, this 
committee should consider the advisability of ex cempting these securi- 
ties in order not to deprive present—and I emphasize, not to deprive 
present and future holders of foreign securities in this country of an 
American market. 

In the course of my appearance before the subcommittee in 1955, it 
was suggested that I might submit a proposed amendment to the then- 
proposed bill with reference to foreign issuers. The following pro- 
ese amendme nt was suggested in my letter to Senator Lehman on 
July 8, 1955. This amendment would exempt from the requirements 
of the bill any foreign issuer whose securities have had a long-estab- 
lished market in this country. I would propose that the amendment 
be inserted as subparagraph (F) at the end of proposed section 12 

(g) (2). It would provide ane ceeatue for: 

(F) Any foreign issuer, any security, or receipt for any security of which 
has been regularly traded or quoted on any securities market within the United 
States or in any State for a period of at least 5 years prior to the effective 
date of this act. 

As I previously stated, I think that such provision would permit 
the continuance of trading in seasoned foreign issues and, at the same 
time, afford no shelter for any recent issues which you might consider 
should not be granted an exemption from the requirements of the bill. 

Any such amendment would, of course, require deletion of subpara- 
raph (6) of the proposed section 12 (g), which subparagraph would 
ive the Securities and Exchange Commission discretion to exempt 
oreign issues from the requirements of the act. 

Thank you again for the privilege of appearing before you on these 
matters. 

I have reviewed the arguments of the opposition to this very im- 
portant legislation, and I believe such arguments to be entirely illogi- 
cal. We are told that these companies now meet these standards ths ut 
are proposed under the law. If that is the case I see no reason for 
their violent objection to its adoption. Let us make it legal. If, in 
fact, they are not complying with these very important provisions, 
1 think the passage of this legislation is a must. 

Thank you, sir. 

Mr. McKenna. Mr. McCormick, coming back to the bills in the 
order in which you dise ussed them, let us talk first about S. 1601, 

1 note that you do not in gener: al favor the present form of that 
legislation, although I assume you have no objection to the Oe oe. of 
the legislation, which is, briefly expressed, to make it possible to ob- 
tain better compliance with our Federal securities laws. Is that 
correct ¢ 
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Mr. McCormick. That is correct, and as a former Commissioner 
[ know that there is a lot of information that has not been obtained, 
and { think would be important to a stockholder. 

Mr. McKenna. What would your view be to limiting the scope of 
that bill to a case where a foreign institution enters the chain of 
trading and exempting those transactions that are handled entirely 
Within the United States? 

Mr. McCormick. Let me get the full intent of your question, Mr. 
McKenna. I assume that a Swiss institution, let us say, is holding 


securities and is voting them ina proxy contest. 
Mr. McKenna. Yes. 
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Mr. McCormick. What was your question ? 

Mr. McKenna. My question is, what would your opinion be in the 
event that were included in within the scope of S. 1601, but that a 
transaction in securities handled entirely within the United States 
by citizens of the United States would not be within the terms of 
S. 1601? 

Mr. McCormick. There again I do not think you are going to 
accomplish a great deal, Mr. McKenna, because you are not going 
to get the names of the beneficial owners of the Swiss stock. Un- 
fortunately, there is no way we can get to them. The only alterna- 
tive is to provide a bill where you either do disclose the beneficial 
owner, or you do not vote them. 

Mr. McKenna. That I think is what Senator Capehart has in mind 
in this particular bill. 

Mr. McCormick. That is the only way, I think, where you can 
blackjack them. The fact of the matter is, how reliable the informa- 
tion is going to be when you do get it I do not know. 

Senator Lauscur. Can we adopt a law which will be operative 
against the Swiss nationals, let us say, and not against our own / 

Mr. McCormick. As a matter of fact, Senator, where large blocks 
of stock are involved, I do not know why you should exempt our 
citizens. As a stockholder, and all of us who read the newspapers 
have run across a lot of American citizens, and certainly residents, 
who, if they were active in acquiring my company, | would like to 
know it; or, if they were active in trying to get me to make certain 
decisions | would like to know it. That is what in my statement I 
propose. As a practical matter, these large blocks are pretty much 
consolidated in advance of a proxy contest. That is when you ought 
to get the information, and [ think that information, whether they 
are Swiss or Americans, should be disclosed. 

Senator Lavuscur. In your opinion, whatever is done ought to be 
equally operative upon all? : 

Mr. McCormick. Yes. The thrust of my objection here was the 
tremendous burden it would put on brokers to get every beneficial 
owner of an odd lot, 200 shares, and 500 shares. It is a teriffie burden 
and you are accomplishing nothing. You are accomplishing nothing 
by getting the names. 

If I owned 100 shares—I do not happen to. but if I did—in Fair- 
banks, Morse, it would not make a particle of difference for you to 
know my name. 

Mr. McKenna. Would it help, in your opinion, Mr. McCormick, 
if we were to interpose a percentage limitation in this case? 

Mr. McCormick. That miight be a solution. 

Mr. McKenna. As we did in section 16 (b) ? 

Mr. McCormick. That might be a solution. 

Mr. McKenna. I note one other objection you raise. It may be 
difficult to obtain a necessary quorum for corporate action. What 
would you think in that case of a provision in the bill which would 
treat any stock disqualified from voting under the bill as if it were 
Treasury stock and, therefore, not counting for or against a quorum ? 

Mr. McCormick. Of course, that is a matter of State law, Mr. 
McKenna. 

Mr. McKenna. It is now. 
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Mr. McCormick. I am not actually a lawyer. Mr. Mooney, of 
course, is. I do not know whether a Federal statute could accomplish 
that. 

That might be an easy answer to this dilemma of making it diffi- 
cult to get the necessary quorum, and the necessary votes, where you 
need a majority or two-thirds vote; but as a practical legal matter 
we may be taking on more than we can sally get away with. 

Mr. McKenna. I think it is true that that now is a matter of State 
law, but it does appear there are enough constitutional bases under 
which the Federal Government could pass such an act within consti- 
tutional limitations if, as a matter of policy, it decided it wanted to do 
so, 

Mr. McCormick. If that can be done, Mr. McKenna, that might be 
an answer. 

Mr. McKenna. I note too your objection that S. 1601 as presently 
drafted seems to make it difficult for stockholders to obta: ain informa- 
tion about beneficial ownership in adequate time to serve as a guide 
to them to cast their own proxies, or guide their own vote in a iien corpo- 
rate election. What would you think of giving stockholders access to 
that information at an earlier period than the date of the corporate 
meeting ? 

Mr. McCormick. That is a problem. You vote your proxy at the 
stockholders’ meeting. Are you going to make them vote 10 days 
ahead of the meeting ? 

Mr. McKenna. I was not thinking of the voting, but let the other 
stockholders have access to it if they were bona fide stockholders. 
I realize this would change considerably the present practice in the 
conduct of proxy contests. 

Mr. McCormick. Now I go back to my original proposal which is 
that you should limit it in some way to certain types of stockholders 
that I, as a small stockholder, would be interested in knowing about. 
You should not take the entire clientele of every broker and make it 
available to every other broker. Every broker will have his share of 
stock. He will look at the list to see who Merrill Lynch’s customers 
are and who Paine, Weber’s customers are, and so forth. That I do 
not think is desirable. It is going to cause rather rough competition 
and I think unfair competition and it actually accomplishes nothing. 

In other words, that stockholders’ list as far as 1 am concerned 
would mean nothing to me. Even though I am a stockholder in the 
company, knowing all of these other 100-share pieces would be of no 
significance to me. 

Mr. McKexwna. Yet under the present rules of the Securities and 
Exchange Commission concerning proxy contests it is true partici- 
pants in the proxy contest are to file their participation with the 
Securities and Exchange Commission as a matter of public record. 

Mr. McCormick. That is right. The question is whether that goes 
far enough. 

Mr. McKenna. So that objection in principle would apply in that 
case also, because the information filed is available to the public at 
that time. 

Mr. McCormick. I do not think so. As a matter of fact, the large 
elements in these corporations should be a matter of public record, and 
whether the disclosure is as a result of the brokers disclosing it I think 
is one of those things that you have to fix in the public interest. 
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Mr. McKenna. If I understand it correctly, Mr. McCormick, you 
would have no objection to our incorporating in ‘the statute the present 
proxy rules, in effect, of the Securities and Exchange C ommission re- 
quiring disclosure of participation by those who are participants? 

Mr. McCormick. That is right. I have absolutely no objection. 

Mr. McKenna. Going to S. 594, may I state, if I understand the 
bill correctly, it would of course reduce the percentage of ow nership, 
requiring reporting to the Securities and Exchange Commission, but 
it would not affect the present 10 percent requirement as far as 
profit recapture provisions are concerned. I think the changes in that 
particular portion, in other words, section 16 (b), are merely tech- 
nical in an effort to retain the present legal effect. That at least is 
my understanding of the bill. Would that make any difference in 
your opinion as to the advisability of S. 594 if it applied, as I under- 
stand it, to the reporting requirements only ¢ 

Mr. McCormick. Actually, it is entirely a question of Judgment, 
Mr. McKenna, as to whether you should have it 5, 10, 15 or 20. In 
my 22 years of experience on 1 side of the fence and the other, the 
10 seems to make some sense to me. I am not really persuaded that 
moving it to 5 accomplishes any real worthwhile purpose. If there are 
ae or if there is evidence, that a situation has arisen involving 

8 percent and 7 percent that I am not aware of, you may have a 
point ; but I am just giving you my opinion based on the m: ny, Many 
situations that I have dealt with directly. 

Mr. McKenna. Coming now to S. 1168, do you feel it would be in 
the true interests of the investor to grant a statutory exemption to 
all foreign issues, as you suggest ? 

Mr. McCormick. This is what I am thinking of, Mr. McKenna. 
Maybe there are many ways of accomplishing that. Probably the 
largest and finest corporations in the United States are trading 
in this ¢ ountry now that are not listed on exchanges. 

This is not a peanut matter. Hundreds of millions of dollars and 
billions of dollars are invested in companies like Creole Petroleum, 
the largest single subsidiary of Standard Oil, and Imperial Interna- 
tional Petroleum, the largest subsidiary of Standard Oil in Canada; 
and there is Fiat in Italy. There are tremendous investments in the 
United States in those companies. We have actually, Mr. Funston and 
myself, tried to get a lot of these companies to list it, and we have been 
unsuccessful in that. 

I think the main reason why we have been unsuccessful is because 
they do not want to assume the responsibilities or to put themselves 
under the control of the Securities and Exchange Commission. 

Are you going to say that nobody who has those billions of dollars 
of securities can sell them in the United States? When this bill passes 
they must, if they want to dispose of them, sell them in England or 
Canada. Are you going to say to all of these other companies and 
these very fine institutions that they cannot have their securities 
traded in the United States. I do not think you should in any way 
confuse the problem, as I see it, with the flooding of this country with 
no-good, worthless, promotional stock. That is why I propose the 5- 
year basis. You may want to adopt other standards to go with the 5- 
year base, but in my comment here I am merely trying to point out to 
you what can be a very disastrous thing thing if you pass the bill as it 
Is now written. 
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Mr. McKenna. I have difficulty myself in seeing why a foreign 
issuer who wants to take advantage of the facilities of our markets 
should not. abide by the same restrictions domestic issuers abide by 

Mr. McCormick. I would have absolutely no difficulty if we had the 

same powers we would over the presently ‘unlisted securities, because 
in the United States we can say we are going to deprive you of the 
market otherwise; and you are going to have the power of mandamus 
and be able to say, “Listen, we will not fool with you. You will either 
do it tomorrow or we W ill go to court and get an order and require you 
to do it.’ 

Let us pick one out of the hat. Fiat, which has become quite popular 
in this country. Let us say tomorrow you pass this bill, and a lot of 
that stock is held in this country. They are going to have to dump 
it in Italy, or England, and you are going to say that nobody can 
buy Fiat. 

Mr. McKenna. Unless they conform to the requirements of the bill. 

Mr. McCormick. If you could make them conform, Mr. McKenna, I 
would be the first one to endorse it. 

Mr. McKenna. The point, I think, is unless they conform to the 
requirements of the bill, they will not have the privileges of trading 
in this country. 

Mr. McCormick. If you want to throw their billions of dollars of 
business in foregin securities in the United States out the window— 
and it is a very fine investment in quality securities—of course that 
is the privilege of the Senate of the United States, but I think they 
should certainly give it a very careful going over before they do. 

Mr. McKenna. Yes, sir. Mr. McCormick, the subcommittee has 
recently had some discussion of the danger of considering securities 
with unlisted trading privileges in the same category as fully listed 
securities, in that it may cause confusion in the minds of the public. 
I note you touched in your discussion on section 12 (f) (8) dealing 
with unlisted trading privileges. 

What objection would there be in your opinion from the standpoint 
of public or investor interest to require those securities either to cease 
trading on the exchanges or to register fully ¢ 

Mr. McCormick. I think there is a very important distinction you 
should keep in your mind. That is, section 12 (f) (3) as it would 
operate under this bill if you put it back in, is different from the oper- 
ation of it as it operates now where the requirements of the Fulbright 
bill do not apply. One reason I am urging it very strongly is, if you 
passed the Fulbright bill, every company enjoying unlisted trading 
privileges on our exchange would have to comply—and I am for it. 
A lot of people may not like the fact that I take that position but I 
am consistent and 1 urge you to adopt it, and that is one of the reasons 
why I urge you to adopt it. 

W hy do we have section 12 (f) (3) for the unlisted securities? 
I think I am something of a student of that particular section. When 
the provision was first passed in Congress—and they have a very 
extensive legislative history on this particular section—the Congress 
looked at that in this way: 

People have bought these securities and these companies are all 
companies that enjoyed unlisted trading privileges before the 1934 
act was passed. We have not put on any since. Asa matter of fact, 
at one time 80 percent of our trading on the American Stock Ex- 
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change was in unlisted securities. Today it is less than 25 percent. 
So that there is a gradual attrition involved here. 

However, the reasoning of the Congress when it passed section 12 
(f) (3) and allowed us to maintain the same stocks we had on an 
unlisted trading basis, was this: There is a very definite advantage in 
——— an exchange market. Every transaction goes on the ticker 

tape to 1,100 machines coast to coast, Canada to Cuba, within 30 
seconds of the completi ion of the transaction. Everybody knows what 
the market is. There is no security, whether it is listed or unlisted, on 
the American Stock Exchange that does not have a firm quotation. 
That is, there must be a bid available to the public. There must be 
an offering available to the public for at least one unit of every stock. 
At least 100 shares, and they must be placed in our quotation room. 
That is available to the entire public, and that is a firm quotation. It 
is not a nominal bid. There is a bid for 100 shares and there is an 
offer for at least 100 shares. 

Last year from that one quote room the public asked for 12 million 
quotations and got 12 million quotations. 

The Congress said : 

That is in the public interest. That kind of disclosure and that kind of safe- 
guard is important to the public. The people that are in those unlisted stocks 
are in there because they thought they had that protection, and we, the Congress, 
will not take it way from them. In other words, we will not destroy a value that 
they thought they had when they bought the stock originally. They said, “How- 
ever, anybody that comes in after this in a different security is not in this 
position.” 

Therefore, the American Stock Exchange and every stock exchange 
must require companies to go the full route of the 1934 act. I think 
the Congress used great wisdom in the passage of that particular 
section. I think the reasoning is very logical and it is set out very 
extensively in the legislative history of that section. So that is the 
background of section 12 (f) (3). 

Mr. McKenna. Yes, sir, but in what respects does your exchange 
exercise more control over fully listed securities than 1t does over these 
securities wa unlisted trading privileges that came in under the 
grandfather clause, as it were / 

Mr. McCormick. Obviously if the reporting requirements do not 
apply, failure to file the report is not grounds for throwing them out. 
However, it is a practical matter of ‘administration. We have sus- 
pended companies that did not give us information. We suspended 
one about a month ago that did not promptly give us the information 
we wanted. We are alert to the needs of the public. 

Not everything is perfect even when they are listed. You know, 
sometimes we stub a toe, but actually most dise iplinary actions involv. 
ing exchange securities on any exchange are initiated by the exchange 
itself and not by the Government. When the Government sees some- 
thing it wants to inquire into it asks us to get the facts, and we get 
them; and more fully and more promptly than the Government can 
do it itself. 

Mr. McKenna. The type of complaint the subcommittee received 
is as to the fact that the reporting of quotations in the public press 
especially does not distinguish any longer between a security with an 
unlisted trading priv ilege and one which is listed. 

Mr. McCormick. The ticker tape I have control over, although I do 
not happen to have control over the New York Times and the Herald 
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Tribune. Every unlisted security has a “u” after it. That means it is 
unlisted. The ticker tape polices itself and makes full disclosure of 
that fact. If the Congress or anybody else can persuade the news- 
papers to put the “u” on it in the newspapers I would be personally 
pleased. 

Mr. McKenna. I understand that formerly the press did put an 
asterisk alongside the unlisted trading securities, but it has stopped 
that practice. 

Mr. McCormick. I would be perfectly happy to contact them again 
and tell them I would like them to put the asterisk on it. 

Mr. McKenna. I wonder what, briefly, are the rules of your ex- 
change, Mr. McCormick, governing the giving of proxies by. record 
owners of securities who are not beneficial owners? This would affect 
you mainly insofar as they are members of the exchange, I presume. 
I do not want the technical detail necessarily but just a broad picture 
of how it operates. 

Mr. McCormick. I think we have substantially the same as the 
other exchanges. 

Mr. McKenna. You correct me if I am wrong in this: That the 
record owner, if given enough financial reassurance that he will be 
repaid his expense, must circulate proxy request to the beneficial 
owner in the first instance. 

Mr. McCormick. Oh, yes. 

Mr. McKenna. To request the beneficial owner’s advice as to how 
the proxy should be cast. 

Mr. McCormick. No question about it. 

Mr. McKenna. He is then allowed a certain number of days to 
await a reply from the beneficial owner; and barring receipt of in- 
formation within that period the record owner himself is then free to 
cast the proxy / 

Mr. McCormick. Yes. That is right. Except for a contest. In 
a contest he cannot vote without instruction. 

Mr. McKenna. In acontest of what nature? 

Mr. McCormick. When there is a contest for the board. 

Mr. McKenna. On any matter where there is a proposition for or 
against 

Mr. McCormick. That is right. 

Mr. McKenna. He cannot vote without the consent of the bene- 
ficial owner ? 

Mr. McCormick. That is right. He cannot vote on that without 
specific instruction. I would like to refer you to our rules, specifi- 
eally rules 575, 576, 577, 578, 579, and 580. I will leave a copy of the 
rules for the record. 

Senator Lauscue. We will have it copied into the record. 

Mr. McCormick. Allright. 

Senator Lauscun. That will be done. 

(The rules referred to follow :) 


SECTION 16. PROXIES 
GIVING OF PROXIES RESTRICTED 
Rule 575. No member firm or member corporation shall give a proxy to vote 


stock registered in its name, except as required or permitted under the provisions 
of rule 577, unless the firm or corporation is the beneficial owner of such stock. 
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TRANSMISSION OF PROXY MATERIAL TO CUSTOMERS 


Rule 576. Whenever a person soliciting proxies shall furnish a member firm 
or member corporation : 
(1) copies of all soliciting material which such person is sending to 
registered holders, and 
(2) satisfactory assurance that he will reimburse such member firm or 
member corporation for all out-of-pocket expenses, including reasonable 
clerical expenses, if any, incurred by such member firm or member corpora- 
tion in obtaining instructions from the beneficial Owners of stock, 
such firm or corporation shall transmit to each beneficial owner of stock which 
is in its possession or control the material furnished together with a request 
for voting instructions and also a statement to the effect that, if such instructions 
are not received by the 10th day before the meeting, the proxy may be given at 
discretion by the owner of record of the stock. However, when the proxy solicit- 
ing material is transmitted to the beneficial owner of the stock 25 days or more 
before the meeting, the statement accompanying such material shall be to the 
effect that the proxy may be given 15 days before the meeting at the discretion 
of the owner of record of the stock. This rule shall not apply to beneficial 
owners outside the United States. 


INSTRUCTIONS OF BENEFICIAL OWNER 


Rule 577. A member firm or member corporation shall give a proxy for stock 
registered in its name, at the direction of the beneficial owner. If the stock is 
not in the control or possession of the member firm or member corporation, 
satisfactory proof of the beneficial ownership as of the record date may be 
required. 

A member firm or member corporation may give a proxy to vote any stock 
registered in its name if the member firm or member corporation holds such 
stock as exeeutor, administrator, guardian, trustee, or in a similar representa 
tive or fiduciary capacity with authority to vote. 

A member firm or member corporation which has transmitted proxy soliciting 
material to the beneficial owner of stock in accordance with the provisions of 
rule 576, and which has not received instructions from the beneficial owner by 
the date specified in the statement accompanying such material, may give a 
proxy to vote such stock, provided the person signing the proxy has no knowl- 
edge of any contest as to the action to be taken at the meeting and provided 
such action does not include authorization for a merger, consolidation or any 
other matter which may affect substantially the legal rights or privileges of 
such stock. 

A member firm or member corporation which has in its possession or control 
stock registered in the name of another member firm or member corporation 
shall forward to the second member firm or member corporation any voting in- 
structions received from the beneficial owner, or if no instructions have been 
received by the 10th day before the meeting and material has been sent out in 
accordance with rule 576, shall so notify the second member firm or member 
corporation in order that such firm or corporation may give the proxy as pro- 
vided in the third paragraph of this rule. 


STATEMENT OF NUMBER OF SILTARES 


Rule 578. In all cases in which a proxy is given by a member firm or member 
corporation the proxy shall state the actual number of shares of stock for which 
the proxy is given. 


COMMITTEE INSTRUCTIONS TO TRANSFER SECURITIES 


Rule 579. A member firm or member corporation when so requested by the 
committee on securities, shall transfer certificates of a listed stock held either 
for its own account or for the account of others, if registered in the name of a 
previous holder of record, into its own name, prior to the taking of the record 
of stockholders, to facilitate the convenient solicitation of proxies. 

Said committee shall make such request at the instance of the issuer or of 
persons owning in the aggregate at least 10 percent of such stock, provided, if 
said committee so requires, the issuer or persons making such request agree to 
indemnify member firms or member corporations against transfer taxes, and 
said committee may make such a request whenever it deems it advisable. 
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PERSONS SUBJECT TO PROXY RULES 


Rule 580. Rules 575 through 579 shall apply also to individual members and 
to any nominees of member firms, member corporations, or individual members. 
They shall apply also to voting in person. 

Mr. McKenna. I wonder, Mr. McCormick, if you would care to 
comment on this suggestion that has been given to the subcommittee, 
namely, that we introduce a short, mandatory, quarantine period 
before delivery of the securities to purchasers, or confirmation of a 
short sale, in order to give the Securities and Exchange Commission 
« chance to see if there is any prima facie violation of any of our 
Federal securities laws ? 

This is an attempt, I might say, to cover more aspects of the foreign 
trading proble m than S. 1601 itself would do. 

Mr. McCormick. Actually, when you think in terms of the question 
of violation it becomes apparent to the exchanges in a matter of 
minutes. I do not see the necessity for what you are proposing. 
Actually in the exchange markets short selling is not a dirty word. 
It happens to perform a very important function. As a matter of 
fact there are situations in which to maintain proper continuity in 
the market it is essential that short sales be made. 

You know that your last move has to be on the plus side before you 
can sell short. 

Again I think you are suggesting something that would strangle 
orderly trading in order to get something outside the United States 
that you are not going to eet anyway. 

Mr. McKenna. I might say the main purpose of such a suggestion 
would be to try to get at some of these difficult problems of enforce- 
ment that do come into the picture when foreign institutions enter the 
trading. 

Mr. McCormick. There is no problem. Every security must be 
reported as a short sale. Our staff knows in minutes whether there 
is anything wrong with the short sale. We check lots of cases each 
year not only of short sales, but anything else, any unusual market 
activity such as price movement or short sales. All we do is have 
our staff call up the broker and get the name of his customer. 

Mr. McKenna. But you are also confronted with the same difficulty 
that confronts the Securities and Exchange Commission in trying to 
identify the beneficial owner. 

Mr. McCormice. Ontside the United States. 

Mr. McKenna. Yes. 

Mr. McCormick. Your proposal will not identify them. 

Mr. McKenna. Our proposal—I should not say our proposal but 
I should say this proposal—I think might have the effect of giving 
the Securities and Exchange Commission a little longer in which to 
find out whether there is any possible violation. 

Mr. McCormick. We know of several recent cases where they have 
had months and been unable to find out. What are you going to do? 
Strangle orderly execution of orders with a 4-day delivery by putting 
on the quarantine. 

Incidentally, there is another proxy rule here, rule No. 186, that I 
think you ought not to overlook. 

Senator Lauscue. Without objection that rule will be made a part 
of the record in the hearing. 
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(The rule referred to follows: 
SPECIALISTS MAY NOT BE OFFICER OF CORPORATION 


Rule 186." (a) No member shall be an officer or director of a cor poration which 
has a security admitted to trading on the exchange in which security he is regis- 
tered as a specialist ; and, 

(b) No such member shall, directly or indirectly, nominate any person to, or 
be represented by a nominee on, the board of directors of such corporation; and, 

(c) No such member shall directly or indirectly, solicit any proxy on behalf of 
himself or any other person or persons in respect of a security in which he is 
registered as a specialist. The term “solicit” as used herein shall have the 
meaning defined in rule X—14A-1 of regulation X-14, as amended, adopted by 
the Securities and Exchange Commission ; and 

(d) Nosuch member shall, directly or indirectly, in any proxy contest involving 
a Security in which he is registered as a specialist, vote any such security in 
which he has a beneficial interest. 

Mr. McKenna. Mr. McCormick, I might ask how you would feel 
about a Federal law that would assure bona fide stockholders a right 
to corporate information about finances and management upon re- 
quest, as distinguished from S. 1168 which would require in all cases 
a corporation be subject to reporting. 

Mr. McCormick. Let us be practical about it. There are a lot of 
irrational stockholders, and the finest managements have attempted 
to be nice to them and attempted to give them everything; but at the 
same time you do not want to put them ina position where they spend 
all of their time and all of their money with the CPA’s. I ‘happen 
to be a CPA myself and I can just imagine all these stockholders at 
their slightest whim coming in and demanding this, that, and the 
other thing. I know from actual experience that it is done. I get 
letters about this, and it is quite distressing. 

If you took A. T. & T. or any of these others, and passed a rule 
that any one of those stockholders could walk in and demand certain 
types of information, they will not do much in the way of giving 
telephone service. 

Mr. McKenna. Previous witnesses have said that in large measure 
stockholders are already entitled to this type of information under 
State law. Despite that we still seem to receive complaints that it 
is not available to certain stockholders who requested it. You are 
conjuring up pictures of information that could probably be very 
burdensome to the corporation. 

Mr. McCormick. What do you propose doing? 

Mr. McKenna. I have in mind a complaint, for instance, of 
stockholder who wanted to know a little bit more about the issuance 
of stock that was to be authorized by the stockholders in a corporate 
meeting, but not yet issued to the market. That stockholder did not 
receive what. he considered to be a satisfactory reply from the cor- 
porate management. 

It seems to me in such a case the stockholder is entitled to know 
what the corporation intends to do with the stock it is asking him 
to approve. ; 

Mr. McCormick. Actually it is absolutely impractical. I can re- 
member when I was there with the Securities and Exchange Commis- 
sion and Woolworth’s wanted to authorize 10 million shares of stock 
so it could be available for a good, sound corporate purpose. T do 


1 Amended March 25, 1957. 
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not think there had been anything in the background of the corpora- 
tion to raise any question about the use of the stock, but they actually 
did not know when—5, 10, or 20 years from then—they were going 
to use that stock, and yet they might have to use it 6 months Tater. 

Mr. McKenna. Do you not think the stockholder is entitled to have 
as much information about it as the management itself? 

Mr. McCormick. Yes, and the management told them in that case 
at that point they had no plans for its issuance. 

Mr. McKenna. I think that illustrates some of the trouble we have 
in the case of stockholders trying to receive information about man- 
agement. 

Mr. McCormick. You have to realize that you should give—and I 
used the very quote in my opening statement—the stoc ‘kholder the 
maximum feasible information; but actually you have to manage the 
corporation through directors and you cannot have a continuous 
stockholders’ meeting, although in my business I do have members 
on the floor every day. But you just cannot run corporations that 
way. 

Senator Lauscue. I think you have expressed your opinion in the 
matter. Let us not engage in disputes. 

Mr. McKenna. Am I correct, Mr. McCormick, in stating that you 
apparently feel the present Federal securities laws create an artificial 
barrier to the listing of securities on nationally recognized exchanges ? 

Mr. McCormick. I think there is a barrier, yes; and I think the 
Fulbright bill would eliminate that. _ 

Mr. McKenna. I have no more questions. 

Senator Lauscue. With respect to S. 1168 it has been said that this 
legislation is unnecessary and will do no good. May I have your 
comment upon that question ? 

Mr. McCormick. I disagree wholeheartedly. 

Senator Lauscue. Tell us where it will be beneficial to the invest- 
ing public of the country. 

Mr. McCormick. It has been demonstrated since 1934 that it is a 
healthy thing for publicly owned corporations to give their stock- 
holders certain types of information; also to prevent insiders from 
taking advantage of their own stockholders. ‘That has been demon- 
strated. It is not a question of conjecture. 

Here we have in this economy a large segment of similar corpora- 
tions, publicly owned, who do not have to give this information, and 
who are not restricted on their insider trading. I say it is illogical 
and I think that the benefits that have been obtained by the stock- 
holders of a publicly owned listed corporation should be given to the 
stockholders of the publicly owned corporations trading over the 
counter, 

Senator Lauscne. The argument has been made that this law 
originally was intended to apply only to those corporations that 
volunt: wily asked that their securities should be listed and that, there- 
fore, you will be abandoning the original plan by making c ompu)sory 
compli: nce with the law upon those who do not volunteer to ask it. 

Mr. McCormick. That might have been stated to have been one of 
the purposes. Actually a full examination of the legislative history 
behind all of these statutes I think would not auppest that. The fact 
of the matter is I think they found it difficult to make up their minds 
in that early stage of developing securities legislation as to what to do 
with this particular segment of the industry. 








204 SEC LEGISLATION 


I think now, after the operation of the 1934 act for over 20 years, 
Senator Fulbright and you gentlemen are in a position to know what 
you should do about this segment of the securities industry. 

Even if that was the reason for doing nothing originally I cer- 
tainly do not think such reasoning should apply today. 

Senator Lauscue. Your reasoning is if it has operated salutarily 
in the protection of the public with those companies that are listed, 
it logically follows it would operate similarly by compelling others 
to fall within the definition to comply ; is that correct / 

Mr. McCormick. Exactly, sir. 

Senator Lauscue. There has been something said that it is a fur- 
ther encroachment of the Federal Government upon functions that 
ought to be performed by State governments through State laws. 
What is your view of that ? 

Mr. McCormick. I think the administration of the 1934 by the 
individual States would have been ineffective. We are not dealing, 
again, with something that we are imagining. This 1934 act has op- 
erated federally and it was adopted originally federally because the 
Congress believed it was the only way to operate effectively; and that 
is the only way you are going to be able effectively to regulate the over- 
the-counter market in the same sphere. 

Senator Lauscne. What about the argument that is made by the 
opponents that the information that would become available through 
the Securities and Exchange Commission if 8. 1168 is passed is now 
available through the rights provided by State laws? 

Mr. McCormick. If that were the case why are they opposing the 
Federal law? Obviously we are all familiar with the report prepared 
by the SEC which establishes that that is not the case here. 

Senator Lauscne. Your position is that if that information is now 
available there is no justification for them opposing the adoption of 
S. 1168? 

Mr. McCormick. We know that that is not the case; and, further- 
more, I know of no State legislation that has an insider-trading 
restriction. 

Mr. McKenna. And the proxy contest. 

Mr. McCormick. And the proxy contest, sure; we feel that argu- 
ment does not hold water. 

Senator Lauscur. Another reason for opposing the bill is that it 
would impose unnecessary and large expense upon these various cor- 
porations which are not now covered by the law. 

Mr. McCormick. Senator, it does cost money to provide this infor- 
mation, but Congress went through that entire question when it de- 
cided to place it on lited companies; and there are a lot of small listed 
companies. They thought the costs were justified by the benefits 
received by the public, and it was in the public interest to require 
companies to make these expenditures. 

I agree wholeheartedly from my experience of small and large com- 
panies who are listed and who have had to comply with these require- 
ments. They have not been broken or unduly burdened. Sure it is 
easier not to do anything. 

Senator Lauscue. You heard this morning the testimony given 
that if you are going to compel insurance companies to comply with 
this law then the exemptions granted to certain companies under the 
existing law ought to be eliminated, that is, exemptions to building 
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and loan associations and banks, and so forth. What is your view on 
that phase of the discussion ¢ 

Mr. McCormick. Of course, we have to recognize that it is a fact 
in life that insurance companies and banks are more closely regulated, 
that is, in their actual day-to-day operations, than are the industrial 
companies. As a matter of fact, the reporting requirements of the 
States and the Federal Government are very detailed. However, 
there are areas where insurance companies and the banks are not re- 
quired to meet the requirements of industrial companies. That is 
going back again to insider trading and proxies. Frankly, if you 
ask me, I do not see the logic of exempting them from that. 

Senator Lauscue. That is all 1 have. 

Mr. McKenna. There was one more question, Mr. McCormick. 
You do, I gather from your remarks, definitely favor subjecting these 
corporations to the insider-tr ading requirements of section 16 (a) 
and (b) ¢ 

Mr. McCormick. No question about it. 

Mr. McKenna. Might we get one further clarification from you on 
the extent to which a member of the exchange, who is also a dealer, is 
privileged directly or through his representatives to solicit business 
here or abroad. Could you give us any help on that score ¢ 

We are thinking of a situation where a customer’s man travels 
abroad to praise the virtues of a specific corporate issue, 

Mr. McCormick. There are no particular restrictions. If it is a 
touting proposition, of course, he gets nailed on it. It is considered 
iNegal and against our own rules; but as far as being a salesman and 
merchandising his securities openly and fairly, there are no restric- 
tions on it. 

Mr. McKenna. What if he went abroad merely for the purpose of 
stating to certain people he believed this particular issue to be one 
well worth investing in, and it later proved they did invest in that 
issue. Is there anything in that which would be violative of the rules 
of your exchange ¢ 

Mr. McCormick. No. As our counsel says, of course, he has to 
meet the legal requirements of the Securities Exchange Act in the 
event that applies, against the fraud and manipulative provisions of 
the Federal statute and our rules. 

Mr. McKenna. I have one final thing. I wonder, Mr. McCormick, 
whether you could arrange to submit for the record the reference you 
made on page 6 of your testimony to pages 3 and 4 of report No. 2601 
of the House Interstate and Foreign Commerce Committee of the 
74th Congress. 

Mr. McCormick. Yes. As a matter of fact, I was going to quote 
that for you but it is quite lengthy. Can we mail it in? 

Mr. McKenna. Yes, sir. 

(The material referred to follows :) 

Quotation from pages 3 and 4 of report No. 2601 of the Committee on Inter- 


state and Foreign Commerce in the 2d session of the 74th Congress, as submitted 
by Congressman Sam Rayburn. 

“Any exchange seeking to admit any security in the second or third category 
to unlisted trading would have to meet the burden of proving to the satisfaction 
of the Commission that there existed in the vicinity of the exchange sufliciently 
widespread public distribution of, and sufficient public trading activity in, that 
security to render the admittance thereof to unlisted trading on that exchange 
necessary or appropriate in the public interest or for the protection of investors. 

93123—57- 14 
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In a measure, this requirement would make necessary a judgment by the Com- 
mission as to a future course of development; i. e., as to whether the conditions 
of adequate public distribution and adequate public trading activity found to 
exist at the time of application would continue to exist after the admittance of 
the security to trading on the applicant exchange. Again, save in very excep- 
tional situations in which the public interest appeared to the Commission to 
demand the creation of an unlisted exchange market for such a security, no 
such security would be eligible for unlisted trading if the issuer, or its officers, 
directors, or principal stockholders, would by the admission thereof to such 
trading, acquire the benefits of an exchange market therefor without assuming 
the same obligations, especially in regard to proxies and trading by officers, 
directors, and principal stockholders, as would arise if the security were listed 
and registered. Finally, even if the foregoing conditions were satisfied, the 
Commission would be required to deny an application to admit such a security 
to unlisted trading unless it found that such admittance would be in all other 
respects necessary or appropriate in the public interest or for the protection of 
investors. After such a security had been admitted to unlisted trading, the 
Commission would be under a duty to suspend or terminate such trading if it 
found, after proceedings instituted on the application of any person having a 
bona fide interest or on its own motion, that, by reason of inadequate public 
distribution of the security in the vicinity of the exchange or inadequate public 
trading activity in the security on the exchange, or by reason of the character 
of trading in the security on the exchange, such termination was necessary or 
appropriate in the public interest or for the protection of investors. 

“It will readily be perceived that the second and third categories reflect the 
same basic approach. This approach may be described as an endeavor to create 
a fair field of competition among exchanges and between exchanges as a group 
and the over-the-counter markets and to allow each type of market to develop 
in accordance with its natural genius and consistently with the public interest.” 


Senator Lauscue. What is your opinion about the justification of 
increasing the fees charged by the Securities and Exchange Commis- 
sion as to make the operation self-sustaining as reason: ably closely 
as it possibly can be done ? 

Mr. McCormick. You know, Senator, we as an exchange do pay a 
very substantial annual fee now. It is based on our tr: ading volume, 
That is not true of business issued other than on an exchange. We 
think, as did the over-the-counter people, that we spend hundreds of 
thousands of dollars policing ourselves. We have no objection to this 
modest payment and we do realize that the existence of the Securities 
and Exchange Commission and these Federal statutes give the industry 
a greater acceptance by the public. 

However, I doubt if the Government would be justified in charging 
us more than they already do for the service. After all, they are 
policing us. We doa lot of their work, incidentally. We prepare a lot 
of reports for them. 

If everybody is supposed to pay a little more I would like to find 
out just what you have in mind as far as the exchanges are concerned. 

Mr. McKenna. The Securities and Exchange Commission proposed, 
Mr. McCormick, that the fee under the Securities Exchange Act be 
changed from the present rate of 2 cents per $1,000 to the rate of 5 
cents per $1,000, and that a similar registration fee for brokers and 
dealers of 5 cents per $1,000 of transactions effected otherwise than on 
& national securities exchange be included. In other words, they 
would increase the fee for the exchanges from 2 cents to 5 cents per 
$1.000. 
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Mr. McCormick. Frankly, off the cuff, I would say I thought it was 
unwarranted. 

Senator Lauscue. Is it because of the largeness of the increase, or do 
you say that to any increase at all? 

Mr. McCormick. I would prefer to study that, Senator, I did not 
know that was a part of the material you were going to discuss. The 
last time when the issue was up I did meet it front: lly, and at that time 
we did object to the increase in the rate. 

Senator Lauscur. Thank you very much, Mr. McCormick. We will 
resume hearings at 10 o’clock Wednesday morning. 

(W hereupon, at 11:55 a. m. the subcommittee recessed until 10 a. m 
Wednesday, May 29, 1957.) 
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WEDNESDAY, MAY 29, 1957 


Unrrep Srares SENATE, 
CoMMITTEE ON BANKING AND CURRENCY, 
SUBCOMMITTEE ON SECURITIES, 
Washington, D. C. 

The subcommittee met, pursuant to recess, at 10 a. m., in room 301, 
senate Office Building, Senator Frank J. Lausche, chairman of the 
subcommittee, presiding. 

Present : Senator Lausche. 

Senator Lausciue. Mr. Funston, if you will, please 4 


STATEMENT OF KEITH FUNSTON, PRESIDENT; ACCOMPANIED BY 
EDWARD GRAY, EXECUTIVE VICE PRESIDENT; PHILIP WEST, 
VICE PRESIDENT; JOHN HAIRE, VICE PRESIDENT; AND SAMUEL 
ROSENBERRY, COUNSEL, NEW YORK STOCK EXCHANGE 


Mr. Funsron. Mr. Chairman, my name is Keith Funston. I am 
president of the New York Stock Exchange. I am accompanied here 
today by four associates—Edward Gray, executive vice president of 
the exchange; Philip West and John Haire, vice presidents; and 
Samuel Rosenbe ‘rry, counsel for the exchange. 

[ am very happy to have this opportunity to present to the sub- 
committee the position ot the New Y ork Stoek xchange on the 
various bills now being considered to amend the Securities Act of 
1933 and the Securities Exchange Act of 1934. 

I shall comment first on the bills relating to proxy contests, S. 1601 
and S, 59-4. 


PROXY CONTESTS FOR ELECTION OF DIRECTORS 


S. 1601 and. to a lesser extent, S. 594. are desioned to add new or 
more stringent requirements to the 1934 act to deal with proxy con- 
tests for the election of directors. Certainly, a proxy contest for 
control of a publicly owned corporation is of concern to all, and, 
because of the public interest involved, these contests should be 
adequately regulated. Such contests, of course, occur only in a small 
fraction of the number of corporate meetings. For example, among 
the 1,100 corporations re stock listed on the New York Stock 
Exchange there were only 9 proxy contests in 1955 and 8 in 1956. 


To protect the rights of share owners in proxy contests, the exchange, 


within its jurisdiction over its member brokers, has been vigilant. 
For ex: unple, where a proxy solicitation involves a contest or a merger, 
consolidation or any other matter which may substantially affect the 
right of shareowners, the exchange requires its member brokers to 
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obtain voting instructions from the beneficial owners of stock held in 
the broker’s name. We have also gone as far as we can to protect the 
shareowners of unlisted companies. We recently amended our 
rules to bar anyone connected with a member firm from engaging in a 
proxy contest involving a unlisted company unless material ‘and par- 
ticipant information, similar to that now required of listed companies 
by the Security and Exchange Commission’s proxy rules, is filed with 
the exchange authority is limited to its own members, we have taken 
this step—which is the furthest in our power—because we believe 
that public is entitled to this information in all proxy contests, whehter 
they involve listed or unlisted companies. 

The disclosure of information concerning participants in a prox) 
contest and their associates is vital information to every shareowner 
who is attempting to judge whether the contest is a “raid,” a “eru- 
sade,” or just a fight between opposing factions. Detailed eaten, 
tion concerning the identitv of the individuals involved, their stock 
holdings, and their commitments and agreements concerning the 
stock or the company, are important pieces of information for each 
stockholder to have. Unfortunately, disclosure of all this informa- 
tion in a proxy contest for the election of directors is required by the 
Security and Exchange Commission’s proxy rules only in the case of 
companies listed on a securities exchange. No suc h rules apply in the 
ease of unlisted companies, although the need is probably greater 
here than in the case of listed companies. 

In connection with domestic stockholdings of listed companies, the 
Commission can enforce these rules and insure the required disclosure 
by use of its power of subpena and the penalties of perjury. But 
these enforcement powers end at our boundaries. With regard to 
foreign stockholdings of listed companies, the Commission has testi 
fied that its attempts to assure that its rules are complied with are 
frustrated. 

How can this situation be remedied? How can the Security and 
Exchange Commission’s power to enforce its proxy rules against 
possible evasion through the use of foreign nominees be strengthened ? 

I would like to suggest that this subcommittee consider giving the 
Commission power to go to court to seek a temporary restraiming 
order barring the use of a proxy in the case of any b . k of stock where 
the Commission has reason to believe that the block is being used to con- 
ceal information about a contestant in a proxy contest which should 
be revealed under its rules. Under this proposal the restraining 
order would be lifted only when satisfactory proof was offered to the 
court that the required information was being disclosed. 

As I understand the law at present, the Securities and Exchange 
Commission. can ask a court to bar the vote of a proxy only when it 
can prove by admissible evidence a violation of its rules. My pro 
posal would permit the Commission to seek a restraining order when 
it merely had reason to believe a violation existed. In other words, 
when the Securities and Exchange Commission obtains information 
which gives it reason to believe that a particular block of stock is 
being used to conceal information which its rules require be disclosed, 
it could go into a Federal court and ask for a temporary restraining 
order barring the voting of the proxy for that block of stock until 
someone came forward and made the required disclosure. The court 
would grant the restraining order if it found the Commission had 
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reasonable grounds for its belief and would not lift the order until 
the beneficial owner or others produced all of the facts necessary to 
satisfy the court that disclosure was complete. 

It seems to me that there are a number of advantages to such a 
proposal. 

(1) It strikes directly at the particular problem without going 
beyond the problem area 

(2) It bars the vote of the particular block of stock until the name 
of the beneficial owner is disclosed to the court’s satisfaction. Without 
a requirement that a court be satisfied, the name which is advanced 
as the purported beneficial owner may itself screen true ownership. 

(3) It puts the burden of making the required disclosure where it 
belongs—on the beneficial owner of the suspect stockholding, who 
must then decide whether to reveal himself or lose his vote. 

(4) It does not invade unnecessarily the privacy of many investors 
who are not participants in contests ‘but who, for safekeeping, con- 
venience, or other personal reasons, have their shares registered in 
the name of domestic banks or brokers. In this sense it is a selective 
application of the principle of disclosure found in S. 1601, but limited 
to those stockholdings where the Securities and Exchange Commis- 
sion believes disclosure is required, 

I also believe that practices which constitute the buying or selling 
of proxies should be prohibited by law. I would suggest that this 
subcommittee consider legislation which would prohibit the voting of 
any stock which is the subject of a transaction that is not financed in 
accordance with the Federal Reserve Board margin requirements and 
which, by its terms, constitutes in effect the purchase or sale of a 
proxy. This should include any transaction which was entered into 
for the primary purpose of voting the stock, especially where only 
temporary rights or obligations are assumed. To enforce this law, 
the Securities and Exchange Commission would have the power to 
go to court to seek an injunction blocking the vote of stock which it 
believed was involved in the sale of a proxy. If the court found that 
a purchase or sale of a proxy had been made, the vote of that stock 
would be prohibited. 

Let me say that I recognize the seriousness of any proposal which 
may disenfranchise any shareowner. However, I believe that it is 
of prime importance that the Commission and the courts be given 
the necessary power to assure adequate disclosure and fair dealings 
in proxy contests for the election of directors. I believe that the 
proposals which I have just advocated would assure this and would be 
more effective and much less burdensome on the great majority of 
shareowners than the provisions of either S. 1601 or S. 594. I believe 
it is equally essential for the protection of investors that proxy 
— ation be extended to apply to publicly owned unlisted companies. 

. 1601: A requirement such as is found in S. 1601; namely, that a 
ives in an election contest can be voted only if the name and address 
of the beneficial owner appears on its face, has several weaknesses, in 
my opinion. 

(1) The bill would require disclosure of the names and addresses 
of all holders—regardless of whether they are active in the contest 
and regardless of the size of their holdings. We believe that informa- 
tion concerning participants in a proxy contest and their associates 
is essential to enable other shareowners to form their judgment of 











212 SEC LEGISLATION 


those active in the contest. We do not believe, however, that any 
useful purpose is served by the disclosure of the names of thousands 
of shareowners who are not active in the contest. 

Think what a sucker list this would be. 

(2) If disclosure is to be of value to other stockholders, it must be 
made at a time well before the vote. Disclosure to the tellers at or 
after the election of the names of all those who voted serves no really 
useful purpose. 

(3) There is no way to assure that the name which appears on the 
proxy and purports to be the beneficial owner is in fact the owner. 
Criminal sanctions for violation of such a provision could not be effec- 
tively employed against foreign nationals. 

(4) The requirements of this bill might well impede the conduct 
of corporate meetings. The determination of beneficial ownership is 
a legal question which many banks, brokers, and other record owners 
might be unwilling to undertake in light of the criminal penalties at- 
tached to a violation of this provision. These uncertainties could re- 
sult in the lack of a quorum for the meeting or an attack on the 

validity of the proxies by the loser in a proxy contest. 

(5) It would be especially burdensome and costly for fiduciaries 
to be required to record and list the names and addresses of hundreds 
and even thousands of beneficial owners. 

(6) Once again, I would like to stress the fact that any investor 
protection in this nee should also apply in the case of publicly owned 

unlisted companies. S. 1601 does not accomplish this. 

S. 594: S. 594 oa reduce from 10 to 5 percent the size of the 
beneficial ownership which must be reported at all times under section 
16 (a) of the Securities Exchange Act of 1934. This is a requirement 
which, coupled with section 16 (b), is designed to prevent the unfair 
use of so-called inside information for short-term stock profits. In 
light of the fact that, at either 5 or 10 percent, this provision cannot 
be effectively enforced against foreign holders, I believe that the pro- 
posals which I have made would be more effective in combating the 
prob lems which concern this sube ommittee, 

Certainly, if any change is made in section 16 it should include 
amendment to section 16 (b), which provides for the recovery of 
short-term stock profits. This provision has been constructed by the 
courts to. impose an almost absolute liability on officers, directors, and 
10 percent stockholders. At the very least, the remedy made avail- 
able in section 16 (b) should be modified : 

(a) To permit the defendant the defense that no inside in- 
formation was used, if he can sustain that burden of proof; and 

(b) To limit the recovery to actual profit realized by the de- 
fendant and not permit recovery of a fictitious profit computed 
by matching up cetrain transactions when the total of all trans- 
actions was a loss. 

Mr, Chairman, this completes the portion of my statement dealing 
with S. 1601 and S. 594. In brief, 1 have tried to point out some of 
the difficulties which I can see in these approaches and to suggest 
alternative solutions which I believe would be helpful in solving the 
problems involved in regulating proxy contests for the election of 
directors. 

S. 1168: The fifth bill under consideration by this subcommittee, 

1168, is we believe, a most important and significant proposal in 
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the public interest. As some of the subcommittee members will re- 
call, I testified in favor of the predecessor to this bill, S. 2054, at a 
hearing of this subcommittee held on June 30, 1955. 

Under the present provisions of the Securities Exchange Act of 
1934 the amount of information and the degree of protection afforded 
to the public is determined by an illogical and a totally artificial 
standard; namely, whether the securities of a particular company 
are traded on a national securities exchange. This arbitrary standard 
for invoking the requirements of the 1934 act results in the anomalous 
situation where a comparatively small company listed on a national 
securities exchange is subject to requirements which are not now 
imposed on a large unlisted company—solely because the management 
of that large unlisted company has decided not to list its securities for 
trading on a national securities exchange. Furthermore, in many 
cases, the management’s decision not to list is largely based on an un- 
willingness to subject the company to the requirements of the 1934 
act which Congress has enacted in the public interest. I sincerely 
believe that the imposition of requirements designed for the protec- 
tion of the investing public should be based on a more objective stand- 
ard than the type of market in which the securities are traded 
especially when the decision as to the form of market is one which 
is made by the management of the company. 

Much has been said about the burden that these requirements would 
place on small unlisted companies subject to the bill. I think it should 
be made clear that the unlisted companies which would be affected 
by this bill are not “small businesses” in the sense that the public 
understands the term. The bill applies to corporations with $2 mil- 
lion and more in assets and 750 or more stockholders. Any company 
which has grown to the point where it is owned by 750 people is, in 
my mind, clearly a publicly owned company and its shareholders 
should be afforded the informaion and protection given by the 1934 
act, 

S. 1168 applies to — 1,205 companies out of the more than 560,000 


unlisted corporations, or less than two-tenths of 1 percent of unlisted 
corporations. | anderstitie that a study by this subcommittee of 
these 1,205 companies indicates they have an average asset en of 
$43 million. This is prsoaril? because of the requirement that a 


corporation must have 750 stockholders to be subject to the bill. Every 
one of these 1,205 companies is larger in size than many of the listed 
companies which are currently subject to these requirements, There 
are 469 listed companies whic ‘h are not large enough to meet the $2 
million in assets-750 stockholders test of this bill. Thirty-eight of 
these companies are listed on the New York Stock Exchange, 154 on 
the American Exchi ge, and the other 277 small companies are listed 
on the regional securities exchanges. In fact, 69 percent of the com- 
panies presently listed on the regional exchanges are not large enough 
{o meet the size tests contained in S. 168. Yet every one of these 
smaller companies is subject to the provisions of the 1934 act—solely 
because of the type of market in which their securities are traded, In 
light of these facts, I can see no validity to an argument that the 
requirements of the 1954 act are too burdensome and costly for 1,205 
larger unlisted companies to bear. Any intimation that this bill will 
impose excessive burdens on small business—burdens which are now 
borne only by big business—just does not bear analysis. 
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Since the 1955 hearings on this legislation, the Securities and 
Exchange Commission has reported to ‘this subcommittee the results 
of a factual study with respect to the practice of those unlisted com- 
panies which would be subject to this bill. This report, dated May 17, 
1956, documents dramatically the need for this legislation. The study 
revealed that practices of these large unlisted companies in the field 
of proxy solicitation material were partic ularly deficient. 

Proxy material from 634 companies was studied. The study showed 
a general failure to furnish important information which would be 
isan by the Commission’s proxy rules. 

1) At least 23 percent of the corporations studied did not furnish 
sensi’ reports concurrent with or prior to proxy solicitations. 

(2) In 73 percent of the cases, the identity of the nominees for direc- 
tors was not disclosed to the shareholders whose votes were solicited. 

(3) In over 50 percent of the cases, material items of information 
required by the proxy rules were omitted. 

(4) In 52 percent of the cases, the form of proxy gave the stock- 
holder no opportunity to cast a ballot against a proposal. 

The Commission concluded that: 

The proxy soliciting material and practices of most of the corporations subject 
to the bill are wholly inadequate to furnish investors with the information neces- 
sary to exercise an informed vote when judged by the standards of disclosure 
established by the Commission’s proxy rules under section 14 of the Exchange 
Act. 

In the field of adequate disclosure of financial information, the 
Commission found serious deficiencies in the published annual reports 
of many of these companies when measured against the financial 
porting standards of the Commission. 

This study demonstrates the need for this legislation. ‘The Ameri- 
can investing public is entitled to the same information and protection 
concerning these unlisted securities in which there is broad public 
ownership as it now receives in the case of listed securities. The 
applicability of requirements designed for the protection of investors 
should be determined by the need for the protection and not by the 
type of market in which the security is traded. 


CONCLUSION 


Mr. Chairman, we appreciate the opportunity you have given us 
to express our views on all of these bills. In conclusion, , woul | like 
to restate my belief that whatever requirements apply to publicly 
owned companies—whether they be the existing requirements or new 
provisions arising from these hearings—should be imposed on the 
basis of need for the protection and not on the artificial basis of wheth- 
er or not the.securities of a corporation are listed on a national secur- 
ities exchange. It is time to end the double standard presently ap- 
plicable to listed and unlisted companies and provide all American in- 
vestors in publicly owned companies with the information and protec- 
tion to which they are entitled. 

Thank you. 
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(The following was later received for the record :) 


COMMENTS OF THE SECURITIES AND EXCHANGE COMMISSION ON THE PROPOSED 
Proxy LEGISLATION OF G. KEITH FUNSTON 


On May 29, 1957, G. Keith Funston, president of the New York Stock Exchange, 
testified before the Subcommittee on Securities of the Banking and Currency 
Committee of the United States Senate with respect to S. 1601 and 8. 594. In 
the course of his testimony with respect to S. 1601, Mr. Funston suggested “that 
this subcommittee consider giving the Commission power to go to court to seek 
a temporary restraining order barring the use of a proxy in the case of any block 
of stock where the Commission has reason to believe that that block is being 
used to conceal information about a contestant in a proxy contest which should 
be revealed under its rules. Under this proposal the restraining order would 
be lifted only when satisfactory proof is offered to the court that the required in- 
formation was being disclosed.” In elaborating upon his proposal, Mr. Funston 
stated (tr. 423) : 

“The thing that disturbs us, of course, is the apparent inability of the Securi- 
ties and Exchange Commission, which they attribute to shortcomings in the law, 
to find out who the true beneficial owners are of securities that are owned by 
fiduciary institutions abroad. We think that with respect to domestic com- 
panies or domestic tiduciaries that the Securities and Exchange Commission has 
#@ means, when it is necessary, of finding out who the real beneficial owners are. 
‘They do not have that means at the present time with respect to overseas for- 
eign fiduciaries.” 

It will be recalled that the Chairman of the Commission appeared before the 
Securities Subcommittee on March 5, 1957, and reported at some length on the 
operation of the Commission’s proxy rules, and it was mentioned in his state- 
ment that a fairly common charge by persons involved in proxy contests relates 
to concealed principals, hidden interests, and nondisclosure of true beneficial 
ownership by opposing contestants. 

In commenting upon the changes in the Commission’s proxy rules adopted in 
January 1956, the Chairman made the following statement: “I think it fair to 
say that we have been able to feel sure in the proxy contests so far conducted 
under the amended rules that the rule requirements have produced the basic 
facts concerning those persons who should be regarded as principals in the con- 
test. Where we believe tht those facts have not been fairly reflected we have 
taken action as in the Lakey and May cases, 

“It sometimes occurs that we cannot trace particular blocks of securities 
through a series of transactions if record or beneficial ownership at some stage 
resides in persons outside our jurisdiction. I would say, however, that this prob- 
lem has been more acute in the enforcement of the registration and reporting 
requirements of the Securities Act and the Exchange Act than in the proxy area 
thus far. 

“We have had a number of cases involving violations of the Securities Act in 
which large distributions of nonregistered securities have been made in this 
country illegally where the existence of foreign ownership defeats our efforts to 
reach the persons primarily responsible for the crime. Thus, we encounter dis- 
tributions of large blocks of securities by foreign nominees or foreign trusts 
where all persons reachable by our processes disclaim knowledge of beneficial 
ownership. In most of these cases in the absence of some method of penetrating 
the veil of secrecy as to those persons for whom the foreign trust or agent is 
acting, we are left to inference and such circumstantial evidence as may be 
obtainable.” 

The Commission has testified at length on several occasions, asserting its be- 
lief that there should be full, adequate, and aceurate disclosure by all partici- 
pants in a proxy contest concerning their identity, their interests, their ar- 
rangements and understandings concerning the stock of the company and the 
company and its business. The basic purpose of the Commission’s proxy rules 
is to secure the public revelation of this information and its transmittal to the 
stockholders by those who would solicit public stockholders for their proxies 
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It has been the Commission’s policy in the administration and the enforce- 
ment of the proxy rules in a contest that the nondisclosure by a participant of 
any material information required by the rules caused the soliciting material 
of the group with which the participant has been connected to be inadequate 
or misleading. Accordingly, where this situation obtained, the Commission has 
sought injunction against the entire solicitation and against the voting of 
proxies secured as a result of that solicitation. 

At no time in the administration of the Commission’s rules has the Commis- 
sion sought an injunction against the voting of a particular block of stock 
representing some portion of the holdings or representation of the group. 

The proposal offered by Mr. Funston would seem to indicate disagreement 
with this approach and to suggest that the Commission be authorized by 
Congress to seek a restraining order against the use of a particular proxy 
representing the particular block of stock where the Commission has reason to 
believe that that block is being used to conceal information about a contestant. 

The Commission believes that this would not be an appropriate remedy and 
that failure to comply with the disclosure provisions of the rule should con- 
tinue to be regarded as a proper basis for securing an injunction against the 
entire activity. 

The Commission has sought injunctions whenever, in the language of section 
21 (e) of the Exchange Act, “* * * it shall appear to the Commission any 
person is engaged or about to engage in any acts or practices which con- 
stitute or will constitute a violation of the provisions of this title or any rule 
or regulation thereunder * * *.” 

Mr. Funston has stated that this proposal will permit the Commission to 
seek a restraining order when it merely has reason to believe that the violation 
existed. He stated: “In other words, when the SEC obtains information 
which gives it reason to believe that a particular block of stock is being used 
to conceal information which its rules require to be disclosed, it could go into 
a Federal court and ask for a temporary restraining order barring the voting 
of a proxy for that block of stock until someone came forward and made the 
required disclosure. A court would grant the restraining order if it found the 
Commission had reasonable grounds for its belief and would not lift the order 
until the beneficial owner or others produced all the facts necessary to satisfy 
the court that disclosure was complete.” 

It is not believed that this approach would effect any basic change in the 
powers of the Commission or of the courts to secure information. 

To the extent that the proposal would appear to shift the burden of proof 
to the suspected violator, it would seem to to do violence to our traditional 
concepts of law enforcement. If the Commission’s suspicions were not in ac- 
cord with the actual facts, the suspected violators would be in no better posi 
tion than the Commission to obtain or compel disclosure of information by the 
foreign sources to confirm their version of the transaction; moreover, innocent 
persons might be disenfranchised and suffer irreparable injury, and the mere 
fact of the proceedings probably would be prejudicial to the entire effort of the 
group making the solicitation. Such a suggested power based on suspicion and 
not proof would be inconsistent with our American concepts of due process and 
we believe unwarranted as a matter of policy. To the extent that the Com- 
mission as a responsible Government agency would feel obliged to be in posses- 
sion of sufficient information to persuade a court that some violation of the 
rules or the statute had occurred or was about to occur, the situation would 
remain substantially as it is under existing law. The Commission and the 
courts would be faced with the sworn testimony of those persons subject to 
the jurisdiction of our laws as to the facts. The proposal would not extend 
the reach of the Commission’s jurisdiction or that of the courts to persons 
outside the jurisdiction if they chose not to respond to our inquiry. It thus 
would follow that the corroborating evidence or testimony, which may be some- 
times desired, would no more be secured under Mr. Funston’s proposal than 
it has under our existing procedures. 

The Commission has given a great deal of thought to the various suggestions 
which have been made with respect to the desirability of somehow compelling 
the disclosure of reliable information concerning the ultimate ownership of 
securities where it appears that securities are held of record for the account of 
foreign trusts, corporations, banks, and dealers. However, the Commission is 
not prepared to offer any solution which will make it possible to ascertain or 
verify in every instance those facts which would make possible a positive con- 
viction or determination that our statutes are being complied with. The-same 
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problem has existed with respect to registration statements filed by foreign 
issuers under the Securtities Act of 1933 in connection with the sale of securities 
to the citizens of this country. The Commission has been giving continuing 
consideration to methods by which the broader enforcement problem to which the 
Chairman alluded in his testimony in March might meet with some workable solu- 
tion. It is believed that a legislative proposal or perhaps Commission rules 
might be drafted which would strike somewhere between 8S. 1601, which seems 
to the Commission to go too far, and Mr. Funston’s proposal, which seems to the 
Commission to offer no real advancement toward a resolution of the problem. 
Part of the difficulty of the Commission from an enforcement point of view 
and part of the problem of contestants in a proxy contest have resulted from 
a lack of timely publicity concerning the fact of beneficial ownership by persons 
outside the United States. The Commission is attempting to determine whether 
appropriate, timely, and public disclosures of foreign ownership might be re- 
quired by legislation or by appropriate rules of the Commission under the Ex- 
change Act. However, it is not prepared at the moment to make a definitive 
recommendation as to whether this objective should be achieved by rule or 
legislation, nor is it prepared at the moment to state precisely what the form 
and scope of such a requirement should be. 

Mr. Funston also made a suggestion for the prohibition of the buying or 
selling of proxies. His statement in this regard, however, is not sufficiently 
definite for us to comment upon. His proposal apparently is intended to pre- 
vent more than is presently prohibited by certain State laws, i. e., prohibition 
against the separate sale of proxies (see, for example, sec. 668 of the New York 
Penal Code) but he himself referred in his explanatory testimony to “all sorts of 
wrinkles” (tr. 456) and stated that it “would be difficult” (tr. 457) for the stock 
exchange to supply examples of the types of practices he desired to meet. Par- 
ticular abuses in this field have not come to our attention so that we are in no 
position to make affirmative recommendations at this time. 


Senator Lauscnue. Thank you very much, Mr. Funston. 

Directing your attention to the testimony that you have given about 
S. 1601 and S. 594, first may I ask were you ever connected with 
the Securities and Exchange Commission ? 

Mr. Funston. No, sir. 

Senator Lauscue. You propose a means of coping with this prob- 
lem which the members of the Securities and Exchange Commission 
describe as being frustrating in the fulfillment of their duties. 

Mr. Funston. Yes, sir. 

Senator Lauscur. Have you discussed your proposal with any mem- 
bers of the Securities and Exchange Commission ? 

Mr. Funston. Yes, sir. Some time ago I made the proposals to the 
then Chairman of the Commission in a letter and discussed it briefly 
vith him one time later on. 

Senator Lauscue. Can you tell me approximately or definitely the 
time when vou made your suggestion ? 

Mr. Funston. Yes, sir. 

Senator Lausciur. You may refer to other documents, if you have 
them. 

Mr. Funsron. All right. I would not say I made the suggestion 
formally. It was in the middle of March. 

Senator Lavuscur. Is the proposal which you made the product of 
the fact that this committee is attempting to find a means of solving 
the problem, or is it the product of your judgment based upon what 
you have seen happening in proxy fights? 

Mr. Funsron. We have seen things happening in proxy fights in 
the two areas that I have made recommendations about, which we do 
not like, which we think there ought to be some remedy for. As a solu- 
tion to the problem without creating many more problems that were 
gvreater, we believe that our suggestions are practical. 
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In other words, we believe that there are some faults that needed 
correction, and we believe this is a practical way to correct those 
faults. 

Senator Lausciir. Based upon your observations of what has taken 
place in some important proxy fights, and having in mind the in- 
terests of the public, you are of the belief that this proposal which 
you made would enable the Commission to prevent abuses ? 

Mr. Funston. I think it would assist them to get the facts to de- 
termine if abuses exist; and, if abuses do exist, then it would give 
the courts the opportunity to prevent them and straighten them out. 

Senator Lauscur. Am I correct in my understi anding that based 
upon incidents in which the Commission was frustr: ated, you tried 
to evolve a Jaw, or a bill which, if adopted, would put the burden of 
proving who was the true beneficial owner is upon the person seeking 
to exercise the proxy? 

Mr. Funston. That is correct. Yes, sir. 

Senator Lauscur. And it is your opinion that that is where the 
burden should lie? 

Mr. Funston. Yes, sir. Because then the person has the right 
to decide whether he wants to vote the stock or to disclose himself. 
If. he is not willing to disclose himself then I say he should not 
have the right to vote the stock. If that principle were accepted, 
then there could not be people using nominees beyond our boundaries 
to purchase stock that they could vote without the required disclosure. 

Senator Lavscue. You are further of the belief that this remedy 
which you suggest would go to the very heart of the problem w ithout 
imposing undue burdens upon thousands of other stoc ‘kholders who 
might only in an incidental way, as stockholders, be participating in a 
proxy fight? 

Mr. Funston. Yes, sir. 

Senator Lauscnr. Would you mind describing the particular 
phases of the proxy fights which you believe, or which motivated you 
in suggesting the adoption of this law? Pick out special instances 
without identifyi ing companies, unless you want to. 

Mr. Funsron. The thing that disturbs us in these proxy contests. 
of course, is the apparent “inability of the Securities and Exchange 
Commission, to find out who the true beneficial owners are of 
curities that are owned by fiduciary institutions abroad. We think 
that, with respect to domestic companies or domestic fiduciaries, t] 
Securities and Exchange Commission has a means, when it is neces 
sary, of finding out who the real beneficial owners are. They do not 
have that means at the present time with respect to foreign fiduciaries. 

Therefore we believe that our suggestion is a practical way to en 
able them, when it is necessary—when the courts think it is neces 
sary—to actually find out who the true owners are: and if the owner 
does not want to come forward he cannot vote. 

Senator Lauscne. Are you familiar with the fact that—I think 
between 1950 and 1957—securities of the United States in the sales 
value of $800 million were bought by foreign nationals? Is that cor 
rect? And that of those $800 ‘million, $500 million were purchased 
through agents in Switzerland ? 

Mr. Funston. Yes, I am familiar with that. 

Senator Lauscne. Are you familiar with the fact that Switzer- 
land has a law making it a crime for an agent in the purchase and 
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sale of securities, to disclose any of the incidents of the transaction ? 

Mr. Funston. Yes, sir. 

Senator Lauscne. And is that a part of the evil that you wish to 
correct ¢ 

Mr. Funston. Yes. In this matter everybody talks about the Swiss 
banks as being the offenders. Of course, the same thing applies equally 
to any country. We just cannot go beyond our borders. 

This partic ‘ular recommendation we have made, in some of the cele- 
brated cases that I think we both have in mind involving Swiss 
banks, would enable the Securities and Exchange Commission to say, 
“Now we have got some doubt. We are not sure but we think this 
ought to be looked into as to who the beneficial owner is, to make 
sure that that beneficial owner is not a person who is evading our 
rules on proxies as they bear on a participant.’ 

So then they woul l go to a court and say, “Took. There is some 
doubt about this.” Then the court, if they agreed would say, “All 

right, we will put an injunction on that block and we will not let this 
stock be voted until the beneficial owner comes forward, and until we 
are satisfied as to who the real owner is, and that the real owner is not 
evading in any way the rules of proxy solicitation as it involves par- 
ticipants which have been laid down for voting the stock in proxy 
contests.” 

Senator Lauscnue. It seems to me also to be true that your proposal 
would be equally operative against nationals of the United States and 
nationals of foreign countries. 

Mr. Funston. Oh, it would so. It would surely. 

Senator Lauscne. Mr. McKenna have you any questions on §. 1601? 

Mr. McKenna. Yes, I have some questions on this point: Mr. Fun- 
ston, it seems to me what you are proposing primarily here is an ex 
parte proceeding in whic h the Securities and Exchange Commission 
could go in and, on the basis of its own allegations that it is unable 
to ascertain whether or not the Federal securities laws are being 
complied with, it could thereupon automatically, if I get your idea 
correctly, obtain an injunction against the voting of that stock in a 
corporate contest. Is that correct ¢ 

Mr. Funsron. No, sir. The Securities and Exchange Commission 
would have to convince a court that based on the facts that it had 
there was enough of a reasonable doubt as to whether the foreign 
holding was avoiding compliance, to warrant the court issuing an 
injunction and saying, “Well, we agree; we think we ought to look 
into this.” 

In other words, the Securities and Exchange Commission would 
have to have sufficient facts to get a court to agree with them to issue 
an injunction. 

Mr. McKenna. But the point is that there would be no showing of 
actual violation by the Securities and Exchange Commission. 

Mr. Funston. No. The trouble now, as I understand it, is that 
before they could get such an injunction they would have to have 
evidence admissible in a court that there was a violation. You just 
cannot get that until you have looked into the thing. 

Mr. McKenna. I am curious to know whether courts would be in- 
clined to go along and grant the injunction under the circumstances 
you outline. 
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Mr. Funston. It seems to me that in some of the celebrated cases 
we have been concerned about, the facts of the situation there had 
enough cloudiness so that the courts might well have decided to look 
into it. Then, in addition, if the court does not think there is an 
adequate reason, then probably it should not be looked into. 

Mr. McKenna. I am perturbed about one other part. As far 
jurisdiction over the defendants is concerned, I wonder whether 
counsel has given consideration to the fact that here we would be 
trying to impose an injunction in a United States court against na- 
tionals of foreign countries, over whom we may have difficulty in 
obtaining United States jurisdiction. 

Mr. Funston. I will let my counsel answer. Let me say something 
first, and if he does not agree with what I say, he can correct me. 

It would seem to me the only thing we are trying to do is this: We 
are not estopping them. We are not taking any rights away from 
them. All we are saying is, “If you want to vote this stock come for- 
ward and tell us who you are.” 

Mr. McKenna. Which is the same fundamental approach as S. 1601 
now gives. 

Mr. Rosenserry. What this is is a selective application by a court 
of S. 1601 instead of a blanket application. 

Mr. McKenna. How does a court acquire jurisdiction over a for- 
eign national ¢ 

Mr. Rosenperry. Through the use of the mails in interstate com- 
merce for the transmission of a proxy. 

Mr. McKenna. But no jurisdiction in personam. 

Mr. Rosenserry. I do not think you need it in personam. You just 
enjoin the sending of this proxy through the mails. If S. 1601 is valid, 
it Seems to me this is on ex: ictly the same basis. 

Senator Lauscne. May I make a statement at this time? It is your 
belief that in a case such as ors have had, where the proof shows that, as 
has thus far developed, a Mr. Cats, who was connected with some com- 
pany in New York, appeared in Switzerland in August, visited a bank, 

and admits that while with that bank he discussed Fairbanks, Morse 
stoc k, advising them that it was a good buy, but made no agency or 
created no agency either for himself or for anyone else; and that 
thereafter, in September, Mr. Silberstein was in Switzerland and 
visited the bank, and he states that he suggested that Fairbanks, Morse 
was a good buy, but did not hire them, the bank, as his agent: but 
that in early October the Swiss bank began acquiring Fairbanks, 
Morse stock, and by January acquired 100,000 shares; and that during 
the period of September , October, November, and December in New 
York the word was current that Silberstein was buying Fairbanks, 
Morse, and that in January Silberstein said: 

I learned of these 100,000 shares held by the Swiss bank and I decided then 

that I would buy it. I was not interested in small blocks, but when I heard 
they had 100,000 shares I decided to buy them, and that is the only relationship 
I had with the Swiss bank. 
You are of the opinion that when the circumstances are of a char- 
acter pointing out that the probability is that the truth is different 
than the assertions made, and the Securities and Exchange Commission 
goes ino court and establishes that it has reasonable grounds to doubt 
the correctness of the proof submitted, that that court could then 
grant an injunction ? 
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Mr. Funston. Sir, that is exactly our proposal: That the court 
could grant the injunction. 

Senator Lauscne. In a proxy contest ? 

Mr. Funston. Yes. 

Senator Lauscur. But when is a proxy contest in existence ? 

Mr. Funsron. That is exactly the remedy we would propose. I am 
not obviously putting myself i in the position of the judge, because what 
his decision would be on the facts of any case would depend on the 
particular facts of the case. 

Senator Lauscne. There are many laws which contain provisions 
that upon proof of reasonable grounds certain action may be taken. 

Mr. Funston. That is what we propose. Reasonable suspicion. 

Senator Lauscue. Reasonable grounds for doubt, or reasonable 
grounds to suspect ? 

Mr. Rosenserry. Reasonable grounds to believe. 

Senator Lauscue. To believe. That is the language. 

All right. Proceed. 

Mr. McKenna. May I suggest in that case you would leave it to the 
discretion of the Securities and Exchange Commission as to whether 
to proceed in this manner to protect the rights of the shareholders of 
the corporation or not. Is that right? 

Mr. Funsron. Yes. It seems to me that they ought to have the 
right; that that is their job, that is, to watch over these contests. For 
example, they have established procedures which apply for the proper 
and fair conduct of proxy contests, which include definite rules to 
which participants must adhere. They are the only ones, really, who 
are in a position to get the initial facts as to whether they think their 
rules are being avoided by people beyond our jurisdiction. 

It seems to me it is perfectly proper that they should be the ones to 
bring the situation to the attention of the judge. 

Mr. McKenna. If, ina given situation, the Securities and Exchange 
Commission decided not to move, then you would give the shareholders 
no remedy to obtain that information which they seek. Is that not 
right 

Mr. Funston. Of course, I suppose that is true; but if that is the 
case, that is, if the shareowners cannot get the Securities and Exchange 
Commission, which is established to protect them, to see the situation 
you have to rely on somebody. There is no other way that you can do 
it that is practical. 

Mr. McKenna. The other problem is, it would allow this to apply 
only where there is a current proxy contest, which under the Securities 
and Exchange Commission rules would require disclosure of certain 
information by participants. Is that not so? 

Mr. Funsron. Yes. 

Mr. McKenna. And any transactions occurring while such a contest 
was not underway would not be amenable to solution through the 
method you suggest ¢ 

Mr. Funsron. I am not sure. I think the answer to that is yes; it 
would have to be a proxy contest. 

Mr. Rosenperry. But so would S. 1601. 

Senator Lauscue. But could not the provision be inserted in a bill 
saying in preparation for a proxy contest or in the midst of a proxy 
contest ? 
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Mr. Funsron. Of course, in the midst of a proxy contest it would 
apply. The Securities and Exchange Commission has very definite 
rules as to when and what is in preparation of a proxy contest. For 
ext umple, they say a person is a partic ipant in a proxy contest and has 
to abide by all of the rules if he contacts 10 people to solicit votes for 
directors. So I think that can be taken care of by the interpretation 
of the rule on the part of the Securities and Exchange Commission. 

Mr. McKenna. Mr. Funston, if this is an acceptable method 
getting at this problem of concealment of information about true 
owners of securities, what would you think of expanding it to go 
beyond the proxy contest realm and try to solve some of the other 
problems that confront the Securities and Exc hange Commission in 
their attempt to enforce the Federal securities laws/ I am thinking 
of such things as evasion or avoidance or violation “ the registration 
requirements, or the margin requirements and the insider-trading 
requirements. 

Mr. Funsron. I am not sure I exactly get your question there. 

Mr. McKenna. Let me say that our studies so far have indicated 
that it was not only in the proxy field that the nondisclosure of the 
identity of clients of foreign banks presents an enforcement problem, 
but, that problem also exists as to whether or not registration require- 
ments of the Securities and Exchange Commission are being met; 
and whether the insider-trading reporting and recapture provisions 
of the Securities and Exchange Commission are being met; and also 
as to whether the margin requirements laid down by the Federal 
Reserve Board are being complied with or avoided. 

Mr. Funsron. We have directed our attention to the wiping out 
of this particular abuse. We have not thought of this device in the 
other areas, so that I am not prepared to answer your question. 

However, insofar as there are inequities with respect to the margin 
requirements and those other areas, such as insider trading, you have 
got another bill here that would go a long way toward correcting those 
abuses, and that is S. 1168. 

Mr. McKenna. Except that the problems that now confront the 
Securities and Exchange Commission are as to those securities and 
issuers that are already under their jurisdiction. Of course, 8. 1168 
would bring a new group within it. 

Mr. Funsron. If you want to be more particular about the specific 
problems you have in mind and want me to comment on them, | 
would be happy to do it. 

Mr. McKenna. No; but I was just curious as to whether you 
thought the same method would be adaptable to solving some of 
the other problems, as well as the proxy contest problem. 

Mr. Funsron. We have not thought that through. 

Mr. McKenna. It seems to me it is an adaptation of the suggestion 
previously made in the subcommittee that we introduce some sort 
of a quarantine or impounding method to let the Securities and Ex- 
change Commission just hold up the transfer of securities for a 
sufficient time to determine whether there seems to be a prima facie 
violation of the Federal securities laws. 

Mr. Funston. Do you mean all secu ‘ities transactions? We have 
60,000 a day on our exchange alone 
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Mr. McKenna. Yes. I say you seem to be eeaagerne that idea 
over into this court proceeding, as distinguished from an adminis- 


trative p rroceeding | ye Securities and Exchange Commission. 
Mr. Funsron. we 6 are suggesting something which is practical and 
not something that is fantastically impractical. What we are saying 


is, you ought to have the ren iedy only when there is a contest, and 
apply it only to the participants in the contest. I do not get any 
comparability at all between your question and what we are recom- 
mending. 

Mr. McKenna. Both seem to me to be directed at giving the Secu- 
rities and Exchange Commission a chance to take a breathing spell 
to find out whether or not there are actual violations in these cases. 
Your suggestion shifts the burden of going forward, and the burden, 
it seems to me, is on the beneficial owner to come forward and Say, 
“T want to vote my proxy and therefore I must disclose my identity.’ 
In the other case the quarantine plan would mt to allow the Securities 
and Exchange Commission to have more or less a quick look at the 
transaction to see if there are any prima facie violations. If there 
are none, it could obviously clear action, and if there were, the Secu- 
rities and Exchange Commission would withhold it until such time 
as they could clear it up. 

Mr. Funsron. But how can that possibly work? We have 60,000 
transactions each day on our exchange. Why, if they had to investi- 

gate all of those we could not complete a transfer of a security for 
D years. 

Mr. McKenna. It seems to me you have a similar problem in your 

‘ase. The Securities and Exchange Commission must decide when 
tonnes under your procedure. 

Mr. Funsron. But usually, as I pointed out in my testimony, there 
ure a fairly limited number of contests. 

Mr. McKenna. That is correct. 

Mr. Funsron. There are 7 or 8 of those particular contests a year 
on our exchange, for example. The Securities and Exchange Commis- 
sion can get those facts. They already gets the facts, and they are 
already knowledgeable about it. So this is an intensely practical 
approach to correcting an abuse that exists. The other would be a 
fantastic and impractical means of accomplishing nothing except ruin- 
ing the securities business—I mean, ruining the opportunity of the 
people to buy securities and get them transferred to them. 

Mr. McKenna. I get your ri lpi of that suggestion. 

Mr. + nwston. O.K. Thank you. 

Mr. McKenna. You have noted on page 6 of your statement, Mr. 
Funston, that there is no way to assure that the name which appears 
on the proxy and purports to be the beneficial owner is, in fact, the 
owner. You point out the meffectiveness of criminal sanctions against 
foreign nationals not subject to United States judicial jurisdiction. 

Mr. Funston. Yes, sir. 

Mr. McKenna. It does seem to me, in de fense of S. 1601, the in- 
tent was that the teller or other person exercising the proxy would 
be himself required to exercise a great degree of care, because he him- 
self would be committing an wnlawful act were he to exercise a proxy 
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which was not approved by the beneficial owner, or as to which the 
true beneficial owner’s name did not appear on it. I agree that pres- 
ent many administrative problems. 

Mr. Funston. It does, and I do not think you would get anybody 
to be a teller under such circumstances. 

Mr. McKenna. I am just suggesting it is a sanction which is 
embodied in S. 1601, and that it is not wholly without sanctions. 
It is directed against the person over whom the United States juris- 
diction does apply. 

Mr. Funston. You are way ahead of me. I do not know that I 
exactly understand you. All I know is, if a teller or any other per- 
son had criminal penalties against him and he had to stand behind 
making the decision on whether or not this name was truly the bene- 
ficial owner, two things would happen: — is that nobody would 
serve as a teller or would exercise proxies; or, two, it would take 
them 5 years to make sure of that before ai an count the votes. 

Mr. McKenna. All I am saying is, it seems to me that idea is em- 
bodied in S. 1601 as it is now drafted. It makes it unlawful to cast 
a ballot which does not comply with the requirements of subsection 
(a) of S. 1601. 

Mr. Funston. I do not get the drift. I am sorry. Do you say 
then for that reason S. 1601 is better than our proposal ? 

Mr. McKenna. No. I was just asking you for your comment 
again on S. 1601. You are implying, it seems to me, in the material 
I read from page 6 of your statement, that S. 1601 may lack sanc- 
tions completely. and I was trying to point out what I thought was 
a sanction which S. 1601 directed against a teller or other person 
exercising a proxy. 

Mr. Funston. Oh, I see. I think the sanction is there all right. 
I agree with that. But I think the sanction is so tough and so 
difficult of administration that it would be impractical. 

Mr. McKenna. I appreciate your view on that. As to the other 
oint you raised, as to whether or not a lack of quorum might arise 
y virtue of disqualification of shares under S. 1601 or some similar 

approach, would it not be practical for the Congress to adopt a law 
treating any disqualified shares as if they were treasury stock of 
the corporation, and not counting either for or against a quorum? 

Mr. Funsron. In other words, the Congress is to say it will dis- 
qualify shares on what grounds ? 

Mr. McKenna. I am thinking of the approach to S. 1601 now, that 
if the beneficial owner does not authorize the casting of the proxy, or 
if the name and address of the beneficial owner does not appear on 
the proxy, then it cannot be cast. In the light of that I am thinking 
whether or not it could be arranged 

Mr. Funston. Now, wait. Ifa vote is not cast then you say that 
you would—do I get your thought to be that you would let the ma- 
jority of those who do vote e: urry ? 

Mr. McKenna. Yes. 

Mr. Funston. I think that would bea very bad thing. I think that 
the majority of the people who own stock ought to vote it. 

Mr. McKenna. But if they choose not to, that is another problem. 
If they were prohibited from voting it because they did not comply 
with some such bill as S. 1601, if that became law, then I think you do 
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raise the very problem you pointed out here, that you may not get a 
quorum. 

Mr. Funston. I suppose that what corporations could do in that 
event is, by their bylaws or charter, reduce their quorum requirements 
to practically nothing. But I do not want them to do that. One of 
the great problems we have in this corporate area is the same as we 
have in our political area, that is, getting out the vote. I think we 
have all got to work, and ewoodness knows, the Stock Exchange is 
trying to convince people of their responsibility, once we get them the 
vote, of making every effort to vote by proxy, andsoon. They havea 
responsibility and an obligation to vote. I would hate to see Congress 
do anything to discourage them, which I think this would do. 

Mr. McKenna. To a lesser degree, that same problem is present in 
the remedy you suggest, is it not? 

Mr. Funston. Yes; but toa very limited extent. As I pointed out, 
we do not like to make any recommendations that stockholders be 
disenfranchised under any circumstances, but we believe under our pro- 
posal in the first place it would happen very seldom and in a very few 

cases, and the person would be disenfranchised by his own decision 
not to come forward and disclose that he was the beneficial owner. 
So the option is up to him. 

Mr. McKenna. Coming now to your own regulations on casting 
proxies on stock that is held in street names primarily, what. objec- 
tion would there be to prohibiting the voting of stock so held except 
in accordance with instructions from the beneficial owner, and i 
if such instructions have been received from the beneficial owner? 
I understand that is pretty much the pattern of your rule now as far 
as any corporate contest is concerned. Am I correct in that? 

Mr. Funston. Yes; you are correct. It is our rule now as far as a 
corporate contest is concerned. Also we go far beyond that. Our 
members have to seek the beneficial owner’s directions to vote in every 
case and they can’t vote on any proposition that materially affects the 
shareholders’ interests in the company unless they receive their cus- 
tomer’s instructions. 

For example, all contemplated mergers; all substantial acquisitions 
of another company ; all matters involving the giving of stock options; 
any important matter of that kind our members are required to do that 
right now. 

Mr. McKenna. And they cannot vote the proxy or cast a ballot in 
the corporate election unless they receive specific instructions? 

Mr. Funston. Specific instruction. That is correct. 

Mr. McKenna. I am curious to know what they do in the case of 
these clients of foreign institutions who refuse to disclose their 
identity. 

Mr. Funston. You want to know what ? 

Mr. McKenna. Let us take an example. A Swiss bank, unnamed, 
has a chent who is a United States citizen. 

Mr. Funston. All right. 

Mr. McKenna. The Swiss bank places an order on your exchange 
through a member firm of your exe h ange for the purchase of United 
States corporate stock. That stock is held in the name of a United 
States nominee for the Swiss bank. The Swiss bank states it is not 
being held for the Swiss bank’s account, but it cannot under Swiss 
law disclose for whose account it is being held. 
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Under your rules, how would that stock be able to be voted / 

Mr. Funsron. Under our rules it is this: Take this case of the 
Swiss bank owning a block of stock. Our member would get a direc 
tion from his customer and, as far as our member is concerned, the 
customer is the Swiss bank. ‘That is correct, is it not / 

Mr. Rosenserry. That is right. 

Mr. Funston. And we cannot go beyond that, you see 

Mr. McKenna. That is my point. Although the Swiss bank says 
it is not the beniiinia! owner, It cannot tell you who is. 

Mr. Funsron. Under the present rules our members are not re 
quired to go to the ultimate owner, but they are required to get the 
approval of the people who are their customers. 

Mr. McKenna. The only thing I am suggesting is, under your 
present rules you still have the hiatus that bothers the Securities and 
Exchange Commission in trying to enforce its laws as well, because 
you do not get back to the real beneficial owner either. 

Mr. Funsron. No, and goodness knows, 1f the Congress and the 
Securities and Exchange Commission cannot get the information, 
the New York Stock Exchange cannot. 

Mr. McKenna. I was curious as to how far you went under your 
rules. 

Mr. Funsron. We do not have the powers of the Securities and 
Exchange Commission or the Congress, but we are suggesting a rem 
edy to you to take care of that situation in the area where it is obvi 
ous there could be some abuses. 

Mr. McKenna. I wonder if you would for the record, Mr. Fun 
ston, outline some of the principal reasons for holding stock in street 
names, as distinguished from the names of true owners / 

Mr. Funston. Yes, sir. I have a breakdown here which I think 
you might be interested in for the record, showing, on an estimated 
basis which we believe to be accurate, what kind of people and what 
kind of insttitutions have stock in street names. It amounts to about 
26.8 percent of total shares outstanding. Securities brokers and deal 
ers hold about 9 percent; nominees, such as banks and so on hold 
about 10 percent; fiduciaries, such as trustees and executors, hold 
about 7 percent. 

Let us just take a few examples. Many people use a broker or a 
bank to hold their securities for them for safekeeping. In other 
words, some of our members will hold the securities of a customer so 
that the person does not have to rent a safety-deposit box, for 
example. 

Also, if they have bonds, they will clip the coupons for them. In 
the case of stocks. of course. they receive the dividends. If a person 
has 10 none that the broker is holding for him, the broker will send 
him a ‘hee when the customer wants it. 

: person is traveling and wants to sell securities or if 


le iS gone a "lot of the time, the broker will look after all of this for 


. If rights come in, they will make sure that the rights are sold 
or exercised. If the stock splits come in, they will sign the necessary 
papers so that the person can travel and be free. Also he can send 
in wire from California, for example, if he is out there, saying please 
sell something and buy something else. That is one class. 

There are lots of others. <A sizable percentage are held for institu- 
tions and foundations and colleges. A sizable percentage are held 
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by executors of estates, that is, estates that are being settled. A 
sizable amount are people who have margin accounts. The broker 
has to have it in his name as security. Banks. About 5 percent are 
held by banks for personal trust funds and as trustees of pension 
funds. 

[ can go on and elaborate, if you want to. 

Mr. McKenna. No. That is all right. We are trying to build 
the record up on why people hold stocks in street names rather than in 
their own. 

Mr. Funsron. It isa very important function that the securities in- 
dustry and the banking industry perform in the public interest for 
the benefit of the investors. 

Senator Lauscue. Without objection, the document submitted by 
Mr. Funston will be made a part of the record at this point. 

(The document referred to follows:) 


Estimated holdings of publicly owned stock. by brokers and deale rs, nominees 


and fiduciaries, year end 1955 


Estimated Number Percent of 
market value of shares total shares 
of shares held held outstanding! 

Billions Millions 

Securities brokers and dealer $21.9 708 9.3 
Estimated distribution of shares held Percent 
Margin accounts 46 
Custodial accounts 41 
Dealer (firm and partner accounts 13 
Total 100 
Nominees (American Society of Corporate Secretar list 
2,020 ine A bout 80 peret ire ban id ist co 
panies 29. 8 772 10.1 
Estimated distributio ft star held 
No ee hold ( Pe 
} iciar tri i fund é 
personal trust fund 
Individu 
Institutic 1 found s 4 
Ot O t 1 
tr co 7 
All he ( 
ete y 
I ? ) LO 
Fiduciaries (trustees, executors, et 8. 0 568 7.4 
Percent held Percent 
By fiduc vu vidi 54 
By fid } 
Total 1K 
I | =e 69 2, 048 26, 8 
Soure Ni York St Ex nge, Who Owns American Busir , p. 27. 
2 Exclud shar ield | fc stO¢ iers of! 
Estimated on t f data shown on page 52 of Brookings Institution study, ire Ownership the 
United Stat 


Mr. W ALLA‘ KK. I Waht toa Ik t question here. ‘] he e are Goo ui valid 
reasons Vv hy the stoelr is put in street names. What are the reasons w hy 
many people would object to having their beneficial ownership dis- 
closed ina proxy contest ¢ 


Mr. Funsron. You mean as applied by S. 16012 One reason is be- 
: 7 ] +] : 2 ee le ee as 
cause you would become the victim of all kinds of sucker lists. An- 


other is that vou should not invade the privacy of a person with respeet 
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to his holdings unless there is some reason in the public interest why 
you should. 

I would not like everybody to know the few securities that I have. 
I do not think it is anybody *s business. 

Mr. Wattacr. It is like making public your income tax. 

Mr. Funston. That is right. It is the same principle. 

Mr. Watiace. But do you feel that this right of privacy extends also 
to a stockholder who wants to vote in a proxy contest? Senator Cape- 
hart’s bill would not violate the right of privacy of a beneficial owner 
of stock unless the person wanted to vote it in a proxy contest. 

Mr. Funston. Yes. I agree, but I think that is an inhibition that 
ought to be placed on voting in as few cases as possible, because I think 
sa you put that in, a lot of people just would not vote their stock, be- 

‘ause they would not want to be disclosed, and there are a lot of inno- 
cond bystanders in a proxy fight. I say we ought to take away that 
franchise only when it is important to solving the abuse we are tr ving 
to solve. 

Mr. McKenna. On that point, | wonder whether your counsel can 
suggest similar remedies that are now on the statute books? I can 
think myself of the field of ex parte injunctions. 

Mr. Rosenserry. I do not think this would necessarily have to be 
ex parte. I would think that the nominee who wanted to transmit 
the proxy could have notice and it is purely up to the persons behind 
him as to whether or not that vote will be cast. 

Mr. McKenna. But how would he meet the issue that the Securities 
and Exchange Commission doubts he is complying with the Securities 
and Exchange Commission’s law ? 

Mr. Rosenserry. He could introduce whatever testimony he wanted 
to before the judge. 

Mr. McKenna. Obviously he would first have to subject himself to 
the jurisdiction of the court. 

Mr. Rosenperry. The nominee would; yes, if he wanted to. [do not 
see that you have any problem here that you do not have in S. 1601, 
The fact is that it localizes the problem. 

Mr. McKenna. Except it is more direct here because you require 
them to go tocourt. S. 1601 may have the problem raised if someone 
goes to challenge the constitutionality of that. This is an administra- 
tive rather than a judical remedy under S. 1601. 

Mr. Rosenperry. That is true but I think in our philosophy that 
there ought to be some bounds on administrative freedom, and_ this 
puts the ‘final judgment in the judiciary, which can determine objec- 
tively whether the position of the administrative body is or is not 
warranted. It is an added protection. 

Mr. McKenna. Yes. Mr. Funston, I wonder again if for the 
record you could tell us within what _— under your rules the repre- 
sentative of a member firm of the New York Stock Exchange can 
solicit business in a particular issue of securities, either here or abroad ? 

Mr. Funsron. He can solicit: business provided he uses proper 
methods of good business conduct, and just and equitable principles 
of trade to call to the attention of a prospective buyer the merchandise 
that he is offering. 

Mr. McKenna. In other words, there is nothing wrong with his 
analyzing a specific issue and, if in his opinion it seems to be a good 
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buy at the then market, recommending that issue to a prospective 
purchaser ? 

Mr. Funston. That is right. 

Mr. McKenna. Whether that purchaser is in this country or else- 
where ? 

Mr. Funston. That is right. That is his job. 

Mr. McKenna. I wonder whether you would care to express an 
opinion as to whether credit pumped into our stock markets in the 
United States from abroad is as serious a problem to the stability of 
the market as credit pumped into the markets originating within this 
country? Imight say this has to do with the problem of ‘people g going 
abroad and obtaining margin they could not obtain if they had done 
it wholly within the United States. I realize the purchase on the 
United States exchange may be for cash, even though the cash is 
advanced to the buyer by a bank abroad, but the existence of this 
debt to a foreign bank might compel a sale of the stock earlier than if 
the purchase had not been made possible by the extension of credit by 
the foreign bank. 

Mr. Funsron. Are you asking me whether that situation exists, or 
whether 

Mr. McKenna. No. What I am asking you is whether or not the 
credit so originating is not.as dangerous to the stability of our markets 
as the same credit originating in this country would be. 

Mr. Funston. Credit coming from abroad, let us say shoestring 
loans, are no different whether they are domestic or foreign, in theory. 
Now whether you are asking me the question of is it a fact that- 

Mr. McKenna. No. What I have in mind is, assuming it as a 
fact, is it as dangerous to the stability of our markets as credit 
originating wholly within the United States / 

Mr. Funston. I would think the effect would be the same. 

Mr. McKenna. That leads to the next question. In your opinion 
should we tighten up our own margin requirements and regulations 
issued by the Federal Reserve Board at the present time under the 
1934 Securities Exchange Act to try to control that source of credit? 

Mr. Funsron. Let me start by saying this: The present regulations 
T and U are selective credit controls that are imposed in a very 
uneven way in this country. For example, members of the New York 
Stock Exchange cannot lend on any unlisted securities, but the banks 
can. Members of the New York Stock Exchange have to adhere to 
the margin requirements in the sale of bonds. The banks do not. 

The Fulbright bill, S. 1168, has certain advantages. We believe one 
of the advantages of that is that it would bri ing many unlisted com- 
panies not now subject to the margin requirements into the margin 
requirements. At the present time there is no law that says a person 
cannot go out and borrow from a savings and loan association, or from 
another individual, to buy as much stocks as he wants to. 

So the first question you have to ask yourself is do you want to 
restrict the credit in this country. 

Mr. McKenna. [agree that is the common question. 

Mr. Funsron. And I think that the present margin requirements 
are too high as they apply to us. I would welcome their being broad- 
ened and made to apply equally to all lenders, if it is believed that 
these selective controls are necessary as they relate to lenders that 
are in our business. 
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Mr. McKenna. One other facet it seems to me, Mr. Funston, is that 
the regulations as they now exist apply only to the lender in the 
situation and not to the borrower. I wonder whether we could accom- 
= any more control if we were to make them applicable to the 
oorrower as well ? 

Mr. Funston. I have not thought of that, sir. I think that would 
require a lot of study to answer that question. 

Mr. McKenna. Yes. It seems to me if we were to do that and try 
to solve some of the problems arising from borrowing from foreign 
banks it would be necessary at the same time to consider whether 
we want to expand these regulations to cover loans by foreign as well 
as domestic banks. 

Mr. Funston. That is the point. I should not think that you would 
want to point a restriction just at foreign banks. 

Senator Lauscur. May I interrupt? 

Mr. Funston. Yes, sir. 

Senator Lauscne. A representative of the State Department testi- 
fied and said that their primary objective in carrying out gracefully 
their mission with foreign nations requires that we treat the nationals 
of foreign countries on an equal basis with the nationals of our own 
countries. I think it is imperative that whatever we do be guided 
by that principle. 

Mr. Funston. I would agree, sir. I think that is right. 

Senator Lauscne. I interrupted you. You were intending, I think, 
to express that same thought. 

Mr. Funston. That is right. 

Mr. McKenna. But in this case what I am asking is whether or not 
we should require foreign nationals to abide by the same rules that 
our own United States citizens have to abide by in this country, so 
we are not discriminating. 

Mr. Funston. Insofar as what? 

Mr. McKenna. Insofar as margin requirements are concerned. 

Mr. Funston. Again, having said what I have already said, I would 
think it would be desirable if it could be worked out. 

Mr. McKenna. I gather you were touching on the field of large in- 
stitutional or organizational lenders who may be contributing as 
much to the credit instability of the market as are banks which are 
now subject to regulation U. Isthat not correct ? 

Mr. Funston. Iam sorry. I did not get that question. 

Mr. McKenna. What I am thinking, Mr. Funston, is this. We have 
had a recent example, of a labor union, for example, whose funds were 
used and advanced almost on a 100 percent basis, according to the 
incomplete reports we have, to purchase and carry securities of a 
corporation. 

Mr. Funston. Yes. 

Mr. McKenna. Obviously that could not be done by a bank, assum- 
ing they were within the regulations governing margin. The labor 
union is not in the field of that regulation. I am wonderi ing whether 
or not we should consider broadening the restrictions of regulation U 
in that category ? ' 

Mr. Funston. As I said before, yes. If you decide a selective 
credit control should be applied to the carrying of securities then I 
think it ought to apply to everybody. 
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Mr. McKenna. As a finisher to this line of questioning, you have 
no particular concern with the instability in the market now due to 
the amount of credit outstanding, do you? 

Mr. Funston. No, sir. Notatall. 

Mr. McKenna. I have nothing else on this line. 

Senator Lavscue, Somewhere in your paper you use the term 
raid.” 

Mr. Funston. Yes, sir. 

Senator Lauscue. Will you describe that for me and the record, 
please ¢ 

Mr. Funston. It is very hard to describe it because, for example, 
it depends on the side of the fence you are sitting on. ‘The person 
whose company is being raided, where the ms :nagement is being chal- 
lenged, very often call the challenger a raider, and the ch: Wenger who 
is trying to oust the management says he is a crusader. But in general 
I would say a raid would be an e ffort on the part of an individual or 
group to acquire control of a company for purposes that relate to 
his own or his group’s aggrandizement rather than for the welfare of 
the stockholders of the company, or the economy, or the industry 
which the company serves. 

Senator Lauscue. Do you have in mind any special instances where 
you believe that was done? You need not identify the places. 

Mr. Funsron. Yes. I have my feeling about it. Yes. But I want 
tosay this: In very few circumstances. 

Senator Lauscue. You make the statement on page 4: 


6 


I also believe that practices which constitute the buying or selling of proxies 
should be prohibited by law. 

Mr. Funsron. Yes. 

Senator Lauscuer. Please illustrate that to me. 

Mr. Funston. Probably the simplest illustration of the sale of : 
proxy is that I would pay somebody a thousand dollars for his Been 
covering 1,000 shares of stock. T hat is so bald that it never would be 
done that simply. 

A step removed from that, from the outright sale, would be the case 
where [ would : gree tO pay someone $1.000 for an option to buy his 
1,000 shares at the then prevailing market price at a time within the 
next 6 months, and receive in return his proxy to be voted at next 
month’s meeting. Then you can go on from there and it gets more 
and more complicated. 

Senator Lavscue. In this second instance the right acqu lired is the 
option to purchase at a future date for a specific price. Is that 
correct 4 

Mr. Funsron. Yes. 

Senator Lauscnr. At a current price. 

Mr. Funsron. The instance I used is at the then prevailing market 
price. Is that what you mean by the specific price ? | 

Senator Lauscur. Then connected with that right to aequire ab- 
solute ownership there is given also the proxy ? 

Mr. Funston. Which is exercised in advance. 

Senator Lauscur. And in the interim ? 

Mr. Funston. In advance of the shares of stock beine bought or 
the option being taken up. Yes, s 

Senator Lauscue. Has that ae ine developed ? 
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Mr. Funston. We think that there are certain instances where 
something similar has occurred. We are not convinced at all that 
legisl: tion would make it impossible for it to occur, but we think that 
legislation in that area would be a caveat that would make it much 
more difficult for anybody to try to do it. We do not have the same 
confidence that the issue would be as clear cut in this case as it 
would be in the case of getting an injunction in a court to bar the 
voting of stock for nondisclosure. 

In other words, these are awfully complicated deals and they would 
probably still go on to a certain extent; but if we had a law such 
as I am talking about it would make it much more difficult. 

Senator Lauscue. I suppose you have reasons why you think that 
a person who has not purchased the stock outright but merely acquired 
an option and, through that option, a proxy, ought to be prolibited 
from voting the stock? 

Mr. Funston. Yes. 

Senator Lauscnure. What are your reasons? 

Mr. Funston. Because we do not think it is right to sell a vote. 
It is against the law in political elections and we think it is not right 
to sell a vote that attaches to a stock in economic share ownership. 
The vote that attaches to a stock is a privilege but it is also a tremen 
dous responsibility. We do not think that people who have a low 
sense of responsibility ought to have the rath to use something which 
is a very great privilege: and we do not believe they should have the 
right to prostitute it and sell it for money 

Senator Lauscur. Thank you very muc ch. 

Mr. McKenna. I might say another variant of that which has come 
to our attention is an agreement to purchase stock at a future date 
with an agreement that the purchaser will pay liquidated damages 
depending on the difference between the market price at the time 
of the agreement and the time of the execution, in the event he does 
not choose to take up the stock, with the agreement that the proxy 
will be voted in accord with the wishes of the purchaser 

Mr. Funston. There are all sorts of wrinkles, and if you pass a 
law people will just try to discover some new ones, but we think i 
there were such a law as this passed by Congress it would make it a 
lot tougher. 

Mr. Wautacr. Let us make the record clear on this option proposi- 
tion. The implication is that you buy an option for, say, $1,000 and 
you exercise the vote. Then by previous agreement you do not exercise 
the option to purchase, so that in effect you buy a vote for $1,000. 

Mr. Funston. I think that is right. Yes. 

Mr. Wattace. I assume the reason you do not like the idea is that 
management is the inherent right of ownership rather than a 
purchased right 4 

Mr. Funsron. It is what? 

Mr. Watxace. I say that management is an inherent right of own 
ership rather than to be able to purchase the right to manage. That 
should come with ownership. 

Mr. Funston. I think mv answer to that would be “Yes.” 
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Mr. Watnace. One other thing. Would it be satisfactory for you 
to furnish for the record a list of 8 or 10 of these various methods 
by which the votes can be indirectly purchased? Could that be done? 
You have mentioned two. 

Mr. Funston. Could you get that information from the Securities 
and Exchange ¢ ‘ommission ? 

Mr. Wauiace. Perhaps they could get it. 

Mr. Funston. My associates here think it would be difficult for us 
to do it. 

Mr. Wattace. I will not press it but you just mentioned two, and 
I thought there were others. 

Mr. Funsron. I would not want to make it appear that this problem 
was bigger than it was. In other words, I do not think it is a crying 
problem but we think it is an avenue you might consider closing. 

Mr. Wauxace. Thank you. 

Mr. McKenna. Passing now to S. 1168, Mr. Funston, do you feel 
that the exemption of banks as presently included in the bill is 
justified ¢ 

Mr. Funston. No, I do not. I think banks ought to be included. 

Mr. McKenna. Would you expand a little bit on that? I know 
vou have testified on this before. 

Mr. Funsron. It seems to me what your committee is considering is, 
in the public interest, to what requirements concerning disclosure and 
to what other regulations should publicly owned companies be sub- 
ject for the benefit of investors. It seems to me a publicly owned bank 
is the same as a publicly owned insurance company, or a_ publicly 
owned industrial company in terms of the information that it should 
provide and the responsibilities that such an institution has to the 
general public. 

Mr. Wautace. How would you reply to the argument that the banks 
furnish this information to existing regulatory agencies already ? 

Mr. Funsron. I would say, limiting it to the information part, that 
I would have to examine that to believe that they did. In other words, 
I believe that the kind of information that they provide is different all 
over the country, depending on the State laws. I am not convinced 
by any means it is as full as contemplated under this law. 

That is the first point. The second point is that it may exist in a 
bank commissioner’s office in a State, but who is going to go to the 
State capitol and get the vault unlocked and go in and get the informa- 
tion. The public ought not to have to dig for the information. It 
ought to be available to them. 

Mr. Watiace. If I am an investor and want to buy Sstoc ‘k in a 
national bank, can I go to the Comptroller of the Currency’s office and 
get all of the information I want about the bank ¢ 

Mr. Funston. Why should you have to 
Washington ? 

Mr. Watrace. Do you know whether or not you do that? 

Mr. Funston. I do not know. 

Mr. WaLiace. You cannot. 

Mr. Funsron. That is one point. There are some others too. If 
the Congress believes that in the public interest listed companies 
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should be subject to the proxy requirements of the Securities and 
Exchange Commission, should be subject to the margin requirements, 
should Se subject to the necessity for filing section 16 (a) reports and 
be subject to section 16 (b) liabilities, I do not see why it does not 
apply to banks as well if they are publicly owned companies. 

Mr. McKenna. Would you have the same feeling about stock com- 
panies that are savings and loan associations? 

Mr. Funston. If they are publicly owned, yes. I do not think 
savings and loan associations are corporations, are they / 

Mr. McKenna. Some are and some are not. 

Mr. Funston. If they are publicly owned corporations, I would 
say, “Yes.” 

Mr. McKenna. The majority of them are mutually owned by the 
shareholders. There is an exemption in the bill at present for savings 
and loan associations that are now Federal savings and loan associa- 
tions or those insured by the Federal Savings and Loan Insurance 
Corporation or members of a Federal home loan bank. But you feel 
in the area of those that are stock companies that the same principles 
would apply as to banks. Is that right? 

Mr. Funston. Yes. _— I say in effect by your having a law of 
the Congress designed to protect the public which applies only 1 
certain kinds of iimamiiven, it results in the exchanges, for ex: atte. 
not being able to get listings of companies of that kind because they 
say, “We do not want to list with you because if we do we will come 
under the Securities and Exchange Commission. 

Mr. McKenna. Of course, I do think in many ec: ase of savings and 
loan associations, the distribution of owne rship would not be enough 
to come within our present require ment of 750. 

Mr. Funsron. I would imagine that that is so. 

Mr. McKenna. Incidentally, on that point I wonder if you would 
give us the requirements for listing on the New York Stock Exchange 
as far as assets and distribution of ownership are concerned / 

Mr. Funston. Yes, sir. The minimum requirements in general 
are that a company should have at least $7 million in assets, and have 
earnings of at least $1 million a year after taxes for the previous 
3 years, and should have at least 1,500 stockholders. 

Mr. McKenna. Of record. 

Mr. Funston. 1,500 stockholders, but that is after discounting the 
odd lots. That is 1,500 round lot holders. If a person is an odd 
lot holder then we want twice as many. In other words, it would 
be 3,000 odd-lot holders. Then there are other requirements such as 
being a leader in the business and being a reputable firm, and so on and 
so forth. 

Mr. McKenna. I[ think this would help the record again to compare 
the requirements of our own bill 

Senator Lauscne. You just assume that all Senators know what 
odd lots and round lots mean. 

Mr. Funsron. On the floor of the stock exchange where the trading 
occurs, the trading, with very few exceptions, is in what we call round 
lots, which is 100 shares. 

Senator Lauscuer. All right. 

Mr. Funston. The odd lots are fractions of 100 shares and they are 
traded on the floor but in a little different procedures. 

Senator Lauscueg. All right. 
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Mr. McKenna. Mr. Funston, coming now to insurance companies, 
do you favor their exemption from the provisions of this bill 4 

Mr. Funston. No. I think that they should be included for the 
same reasons I gave for banks. 

Mr. McKenna. Would you care to comment on that portion of the 
bill that presently applies to debt securities and issuers to fall within 
the scope of the bill? In other words, as you know, the bill as now 
drafted sets up first an asset test and then requires registrations of 
the class of debt securities where the outstanding prince ipal amount 
is $1 million or more, as distinguished from equity securities where 
we have the distribution of ownership test. 

Mr. Funsron. But they still have to have 750 ? 

Mr. McKenna. No: not in the debt security field. 

Mr. Funsron. In the debt-security field they just have to have $1 
million. 

Mr. Mckenna. It has been chaneed from S. 2054 in that respect. 


In other words. you will note the propos “| is to amend sec tion |v of 
the Securities Exchange Act of 1934 to add a new subsection (@) which 
sets up first the test that includes within this bill every issuer whose 


total assets exceed 82 mitten. [am leaving out some of the qualifying 
language. 

Mr. Funsron. Yes. 

Mr. Mckenna. Provided, of course, the issuer falls within the Fed- 
eral jurisdiction. 

Mr. Funsron. Richt 

Mr. Mcitenna. Then as to any such aye enone they must file a 
registration statement with respect, first, to its equity securities of 


cac h class held of record by more - oa (50 persons ; and also file a 


registration statement as to each debt sec urity reoistered pursuant to 
the 1933 aet where the outstanding prine Ipal amount of the class 


exceeds S1 million. 


Mr. Ky NsrTon. I can see nothing the matter with that. A eoneern 


to have a debt of a prii cipal amount of Sl million would have to be : 
fairly sizable organization with fairly good credi 
not have sucha bie debt. So I have no complaint about that at all. 
Mcitenna. Do you favor leaving with the Securities and Ex- 
ela ve Commission the power to grant certam exemptions to fore ion 


issues as against an alternate proposal of granting foreien issues com- 


plete exept ion by statute 


Mr. Funsron. Yes, sir. I would say I believe leaving with the 
Securities and Exchange Commission the right to erant exemptions, 
because in our discussions with European companies s in terms of list- 
Ing we are try ing to follow what the Senator said and apply t he same 


-tandards to both. 

Ifthe law makes it much easter for them not to. a lot of our negotiat- 
ing ability is cut from under our feet. THfowever, I think in the apph- 
cation of this law the Securities and Exchange Commission onght to 
be willing to make exceptions; but I think more or less you have to 
depend on their administrative good sense to do that. 

Mr. McKenna. Why would there be a reason for not requiring for- 
eign issues to abide by the same standards as domestic issues 

Mr. Funsron. Excuse me? 

Mr. McKenna. Why would there be a reason for not requiring for- 
eign issues to abide by the same standards as domestic issues ¢ 
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Mr. Funston. As related to what particular thing ? 

Mr. McKenna. I am thinking now as relating to Securities and Ex- 
change Commission requirements on financial reporting, registration, 
proxy requirements, and insider trading. 

Mr. Funston. Because European tradition, custom, and law is a lot 
different than ours. We cannot remake all of the world to conform 
to the American pattern. For example, we have had a recent case 
where we believe the Securities and Exchange Commission should have 
made an exception, involving the way that foreign auditors audit 
accounts receivable and inventory which, while it ‘does not conform 
to the American system, is a pretty good system, and it has served 
them in good stead for a long period of time. We think that the Secu- 
rities and Exch: ange Commission ought to say, “Sure there is a differ- 
ance here which is rooted in tradition and custom, and we should acé ‘ept 
that.” 

Mr. McKenna. But you would allow the Securities and Exchange 
Commission to be the arbiter as to when they should be allowed and 
still provide eeeeenins to the United States investor ¢ 

Mr. Funston. Yes. I do not see how you can write in the law any- 

thing broad enough to cover all of the possibilities without giving 
them a blanket exemption. As I say, we would hope that the Secu- 
rities and Exchange Commission would be reasonable and give exemp- 
tions in proper cases. 

Mr. McKenna. Yes, sir. The question of unlisted trading priv- 
ileges has come up during these hearings, and I wonder, in view of 
the danger of considering securities w ith unlisted tr: ading privileges 
in the same category as fully listed securities, what objection would 
there be from the standpoint of public or investors’ interest to re- 
quire such issues either to cease trading on the exchange or to register 
fully ? 

Mr. Funston. In the first place, we do not have on our exchange any 
securities with unlisted privileges. They are either fully listed or we 
do not have them, so we cannot speak from firsthand knowledge. But 
I would say this: I know the American Exchange has quite a few of 
these and I think it would be a great injustice to do anything that 
would encourage companies which have unlisted trading privileges 
to give that up and become wholly unlisted; because a company that 
has unlisted tr: ading privileges is part way home. 

In other words, the publie g gets a print every day of the transactions. 
There is full publicity. I would say the answer to that question de- 
pends on what you do with respect to the Fulbright bill. If you put 
all of those companies under S. 1168, then a lot of the companies that 
have unlisted trading privileges would immediately seek full listing, 
or probably would. Do I make myself clear / 

Mr. McKenna. Yes, sir. 

Mr. Funsron. I think unlisted trading privileges are a lot better 
in the public interest than not being listed at all. I do not think it is 
as good as being fully listed, but you should encourage them to become 
fully listed, and not to become unlisted. 

Mr. McKenna. Is it likely some of them could not qualify for full 
listing? Of course, again I realize this is the wrong exchange to be 
asking these questions of. 

Mr. Funston. I do not know. My impression is no; they would 
probably all qualify for full listing. 
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Mr. McKenna. The suggestion has been made as to S. 1168 we not 
make applicable the provisions of section 16 (b) of the 1934 act dealing 
with recapture of insider-trading profits. I note you have suggested 
as an alternative we consider the present provision of section 16 (b) 
and limit its application only to those cases where the profits result 
from the use of inside information, allowing to be used as a defense 
to such an action evidence that the profits did not result from inside 
information. 

Am I correct in assuming that you would naturally assume the same 
provision should apply then to S. 1168 and you would be willing to 
have that included in 8. 1168? 

Mr. Funston. That we would be willing—that we believe section 
16 (b) ought to bein S. 1168? 

Mr. McKenna. Yes,sir. Modified as you suggest ? 

Mr. Funsron. Yes; we think that we would be willing to have it 
in there. 

Senator Lauscue. It would follow. You have been trying to give 
your testimony on the basis of principles, and with those principles 
applicable to all. 

Mr. Funston. Yes, sir. 

Senator Lauscur. You suggest that there be a modification with 
respect to the instances under which insider-trading profits would be 
recoverable by the company; is that correct? That is what you 
testified. 

Mr. Funsron. That is right. 

Senator Lauscue. If S. 1168 is adopted that principle which you 
suggested as requiring the modification of the existing law ought to be 
applied to S. 1168. 

Mr. Funston. That would be what I meant; yes, sir. 

Senator Lauscne. Are we both confused ? 

Mr. Funsron. No, sir; 1 think Iam up with you. 

Mr. McKenna. One final question I have, Mr. Funston, is this: 
Would you object to a Federal law that would assure a bona fide stock- 
holder a right to corporate information about finances and manage- 
ment upon request, without requiring the corporations that would be 
included in this bill to file information with the Securities and 
xchange Commission ¢ 

Mr. Funston. No, sir; I would not. 

Mr. McKenna. I notice you have already testified in favor of 
S. 1168. Do you think that needs to be supplemented or substituted ? 

Mr. Funston. I think it is much too broad. It is so broad it is 
impractical. 

Mr. McKenna. I might say that question arises because from time 
to time frequently we receive complaints from stockholders that they 
are not able to obtain from corporations information they think they 
should be entitled to as part owners of the corporation itself. 

Mr. Funston. Well, of course, I think that is true and I get mail 
on that also, but very often when you go right down to the root of it 
they are just not right. What they want is inside information that 
the corporation is not willing to give to everybody. A competitor can 
buy one share of stock and then if he is entitled to receive answers to 
all questions it would be an awful mess. 

Mr. McKenna. The problem sometimes seems to be one of balanc- 
ing the stockholder’s rights against management’s rights, as it is pre- 
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sented tous. I should say, management’s right to withhold informa- 
tion requested by stockholders, to complete the thought I had. 

Mr. Funston. I do not feel competent to comment on that. I think 
the way we are doing it is the right way. We ought to push for full 
corporate information. In our dealings with our listed companies 
we say, and a part of our agreement with them is, that they will give 
full and timely information and make it public. But we do not 
think that any stockholder is entitled to any more than is given to the 
general public. 

Mr. McKenna. I see. I have no further questions. 

Mr. Wautace. Mr. Funston, is it correct to say that the New York 
Stock Exchange favors equal treatment as between listed and unlisted 
companies, but if modifications are made in section 16 (b) you prefer 
they be modified in the way you suggested rather than the way the 
Securities and Exchange Commission suggested, that is, that you 
make section 16 (b) profits recoverable only if they have been made 
on the basis of inside information ¢ 

Mr. Funston. Yes, sir. The Securities and Exchange Commis- 
sion’s position as I understand it is that section 16 (b) ought to be 
eliminated from S. 1168 for a 2-year period of study. ‘The reason 
for that which they give as I understand it is that they say if you do 
not do that it will make it more difficult to make markets in these 
stocks. It is argued that these are small businesses, and we say that 
these are not small businesses. Today 69 percent of all the stocks listed 
on the regional exchanges are smaller than the minimum that applies 
here. 

Also, our position is that it is just as difficult for us in the exchange, 
in our markets, to make markets, being deprived of the ability which 
we had formerly to get insiders to buy and sell stock sometimes as it 
is for these prese ntly unlisted ¢ ompanies. Therefore, if you are going 
to follow the Securities and Exchange Commission’s recommendation 
and eliminate section 16 (b) from the bill for a period of 2 years to 
study it, then we say that you ought to study whether or not section 
16 (b) should continue to be applicable to listed companies. “ other 
words, I have myself some doubts as to whether section 16 (b) 1s a pro 
vision which ace omplishes et enough in the public interest as a preventive 
thing to offset the benefits to the public interest which would exist if 
insiders were able to buy and sell stocks at certan times in order to 
make for a more liquid market. 

Do you see what I am talking about? 

Mr. Wauuace. Yes. I see what you are talking about but what I do 
not understand is this: It seems the impetus for a stockholder to 
institute a suit to recover a short-swing profit would be nil. Why 
should he do it? He does not get the profit. It goes to the corporation. 

Mr. Funsron. He does not now. 

Mr. Wattace. But the only way that the short-swing profit by an 
insider can be recovered is by a stockholder’s suit on behalf of the 
corporation ; but it does not help the stockholder 

Mr. Funston. That is right. 

Mr. Watiace. So there is very little impetus. 

Mr. Funston. Mr. Rosenberry says he gets counsel fees. He gets 
paid counsel fees. 


Mr. Watuace. I see. 
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Mr. Funston. My point is, for the reason you raise, and many 
other reasons, there is some doubt section 16 (b) is a particularly 
effective part of the present law. However, we are willing to go 
along with this being included in §, 1168 providing it is applied to 
everybody. We suggested it would be improved by the modifications 
that we made here. 

If on the other hand you decide to go ahead with S. 1168 without 
section 16 (b), we hope that the study that is made to determine 
whether section 16 (b) should be applied to the presently unlisted 
companies—that that same study for the 2-year period should be 
applied to determine whether it should remain in the law as it applies 
to presently listed companies. 

Mr. Wattace. I have a couple of very quick questions. It was our 
understanding that the Securities and Exchange Commission was 
for the bill S. 1168, but the Chairman of the Commission, in his testi- 
mony on May 21 estimated that the cost of legislation, exclusive of 
including insurance companies, would be $500,000. ‘Then he was 
asked by Senator ¢ apeh irt at page 142 of the transeript as follows: 

nator CAPEMART. Coul d I ask one question right here? 

Do you think it would be w rth $500,000 to bring all of these companies in? 

Mr. Armstrong seemed to express some doubt about that. He said: 

I just cannot say whether it would be worth $500,000 * * *. 

Now, [ ask you, Mr. Funston, do you think it would be worth 
$500,000 4 , 

Mr. Funsron. Let me say this: If the Congress does not think 
is worth $500,000 in the public interest to bring these other companies 
in then I can suggest ways that the Congress can save a lot more than 

$500,000 by taking the law away from the listed companies now. If 
it is not in the public interest for the unlisted at the present time, it 
is not in the public interest to continue the present law and, therefore, 
they can save a lot of money. 

To me it does not make sense to put it on that basis. It is either 


in the public interest to do it or it is not. If it is in the public in- 
terest to do then you have got to find the money tein it. 

Mr. Watace. Suppose it were put to you as it was put to Mr. 
Armstrong by Senator Bush. I am reading from the transcript at 


page 143. ‘This is Senator Bush’s question to Mr. Armstrong: 


Senator BusuH. If you had a choice, would the Commission prefer to spend 
$500,000 that you just mentioned would be necessary to implement this bill? Do 
you think it would be better spent in registering under S. 1168 or in better 
enforcement of the fraud provisions of the existing law? 


Mr. Armstrong answered: 
Mr. ARMSTRONG. On the latter, much better, Senator Bush. 


Do you believe that ? 

Mr. Funston. I really would not know. The head of the Commis- 
sion would have a much better idea than I as to how they should 
—— their money. My impression would be the two problems are 
different and if they need more funds to prosecute fraud, that that 
ought to be looked at as one part of the problem and this as another 
one, 

Mr. Wauiace. Is it not a fact that if they are interested in enfore- 
ing the fraud provisions and fighting fraud that S. 1168 would help 
them do a much better job of fighting? 
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Mr. Funsron. It seems to me I certainly agree with that. It seems 
to me what you have to do is have both. You have to have missiles 
and you have to have the Navy in our defense program to protect 
ourselves. Here also you have to do both, it seems to me. 

Mr. Watuace. One other question. The point has been raised that 
this is a nuisance to small businesses to have to file this information 
with the Securities and Exchange Commission. Would you say this 
is offset by investor interest in these small-business companies, if they 
are to be called small-business companies? Would you comment on 
this problem ? 

Mr. Funsron. Would you repeat that again ? 

Senator Lauscue. Would the good that will come to the public be 
greater than the inconvenience and the cost that would be entailed in 
filing these reports ? 

Mr. Funston. My answer would be an unqualified yes. 

Mr. Wautace. Do you think S. 1168 would give more investor 
confidence in these unlisted companies so that the flow of capital 
would be more readily available to them / 

Mr. Funston. Definitely yes. 

Mr. Wautace. That is all I have. 

Mr. Chairman, I have written to Mr. B. Gerald Cantor, an ex- 
tremely able investment advisor with Cantor, Fitzgerald & Co. of 
Beverly Hills, Calif., asking his views on the bills pending before 
the committee. I ask that my letter to him and his reply, when it is 
received, be incorporated into the record at this point. 

Senator Lauscne. That will be done. 

(The letters referred to follow :) 

UNITED STATES SENATE, 
COMMITTEE ON BANKING AND CURRENCY, 
Vay 15, 1957. 
Mr. B. GERALD CANTOR, 


Cantor, Fitzgerald & Co., 
Beverly Hills, Calif. 


DEAR Mr. Cantor: The Securities Subcommittee of the Senate Committee on 
Banking and Currency will shortly begin consideration of three measures which, 
if enacted, would vitally affect the capital investment market. These are: 

1. S. 1601, introduced by Senator Capehart, which would require disclosure 
of the beneficial ownership of stock as a prerequisite to its being voted in a 
corporate proxy contest. 

2. S. 810, introduced by Senator Thye and S. 843, introduced by Senator 
Sparkman, both of which would exempt securities issues of less than $500,000 
from the full registration requirements of the Securities and Exchange Com- 
mission. The current minimum figure is $300,000. 

3. S. 1168, introduced by Senator Fulbright, which would apply SEC regula- 
tions to certain unlisted securities similar to those already applicable to securi- 
ties listed on an exchange. 

Because of your experience in the investment field I should greatly value 
your comments on these measures to make available to the committee for use 
during its deliberations on these bills. 

The Securities Subcommittee will begin hearings on the three bills May 20, 21, 
and 23, when Government witnesses will be heard. Testimony from private 
individuals will be taken later this month. I shall incorporate any comments 
you make into the printed record of the hearings. I am enclosing copies of the 
bills. 

Sincerely, 
Rorert A, WALLACE, Staff Director 
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BEVERLY HILLs, Catir., June 5, 1957. 


Mr. Ropert A. WALLACE, 
Staff Director, Senate Committee on Banking and Currency, 
United States Senate Office Building, Washington, D. C. 


DEAR Mr. WALLACE: I have given careful consideration to the Senate bills re- 
ferred to in your letter of May 15. I find myself in substantial agreement with 
their intent and wording, with a few exceptions as noted below. 

S. 1601 must be regarded at this time as a necessary instrument to block the 
unhealthy influence of those financial institutions which use their position as 
depositories of “Street name” securities to manipulate corporation affairs for 
sort-term stock market gains. 

These days, more than usual, it is important for stockholder interests to exert 
influence on management policies so that the corporations will keep pace with 
changing technologies and markets, and so that the corporations will make use 
of the many avenues of financial strength. Since the normal approach to this 
is throngh representation on the board of directors of a corporation, it is not 
surprising that we have witnessed many proxy “contests” in the past several 
years. These are necessary and good, where legitimate stockholders purposes 
are concerned. Some interests use “Street name” holdings to wage bitter con- 
flicts without considering the detrimental effect to the best long-term interests 
of the corporation involved. This bill will further the much desired full dis- 
closure concept by requiring the bright light of public record. 

In order that the requirements set forth in the proposed legislation shall not 
interfere too greatly with the mechanics of voting, it may be necessary for the 
several States to pass enabling legislation which will permit corporations to 
change voting quorum standards and other procedures. To this end, the Con- 
gress might consider appropriating additional funds, as necessary, to permit 
the Securities and Hxchange Commission to provide assistance for corporations 
und State agencies during the period of adjustment. 

I would like to suggest amending this bill to cover securities not registered on 
a national securities exchange. The widespread ownership of voting stock and 
the volume of trading of these unlisted securities offer the same possibilities of 
unwholesome manipulation as can be found with listed securities. Therefore, 
not wishing to delay passage of this desirable legislation, I should like to sug- 
gest that the Securities and Exchange Commission prepare a study on this 
matter for future action. 

Senators Thye and Sparkman are to be commended for their sponsorship of 
hills S. 810 and S. 843 respectively. Both measures raise the maximum figure 
under regulation A from $300,000 to $500,000. The Securities and Exchange 
Commission can, and in fact does, exercise control over securities issues under 
this Regulation. The main effect of this regulation is to free smaller issues 
from a portion of the fixed costs of issuing stock. 

The health and vigor of American industry and the strength of the financial 
community have risen greatly in the past several years, so that $500,000 can 
clearly be regarded as a small issue today, in the sense that $300,000 was so 
regarded in the past. Amending the Securities and Exchange Act to provide 
the higher maximum is, therefore, only facing the facts of contemporary eco- 
nomie conditions. The higher maximum is in keeping with the present state of 
the financial world. 

S. 1168 is a long step forward in the movement for full disclosure. It de- 
serves the support of all investors and all persons concerned with the welfare of 
investors. A need definitely exists for some standards of disclosure for unlisted 
securities. Even persons within the industry—stockbrokers and investment ad- 
visors and their trained analysts, for example—have great difficulty in obtaining 
information. The layman, or the average investor, not having their experience or 
sources, cannot possibly hope to cope with a secretive attitude on the part of 
management. 

Arguments have been advanced that this proposed legislation would be 
unfair to smaller firms which are competitively weak, or which operate on such 
low budgets that the cost of making information public in reports or proxy 
solicitations would be oppressive. This may be true in some cases, but on the 
whole the asset test would seem to minimize this effect. 
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The one provision which seems clearly objectionable in its present form is 
section 3. Amendment of subsection (e) of section 7 of the Securities Exchange 
Act would give loan values in brokers’ margin accounts to unlisted securities 
subject to the bill. While some new legislation seems necessary in this matter, 
it should not be included in the present bill, which is written for an altogether 
different purpose. Three tests—of assets, amount of securities in any class, 
and number of stockholders—effectively define the type of corporation where 
full disclosure is advisable, but these criteria have little application to the 
needs for and admissibility of margin rules as generally employed. 

Research and statistics will not provide the answer. It is true that there 
are many securities with 750 stockholders of a class or of $1 million principal 
amount which are fairly actively traded and for which there is a reasonable 
market; but as many cases can be cited where many more than 750 stockholders 
and much more than $1 million in principal amount of debt securities definitely 
do not create a real market which can be said to exist on any given day. The 
listing requirements of the several exchanges, although instituted for quite 
another purpose, generally define the marketable nature of a security. Many 
securities which would be admissible to margin rules under this proposed legis- 
lation would not meet the marketability requirements for the national exchanges. 

Consider the case of a 30-percent margin loan on a security which is inactively 
traded. It is obvious that a temporary and essentially meaningless drop on the 
bid side might create forced selling by holders on margin. ‘This could create 
a serious and unrealistic drop in price, with unnecessary loss to the investor 
and disruption of the market for the security. Such a situation might occur in 
spite of the best intentions and the highest motives of all concerned. There is, 
in addition, the potential that such violent swings would attract the interest 
of speculators who may attempt to “rig” markets through this new mechanism. 
There is, of course, reason to liberalize the Securities Exchange Act in regard 
to margin rules. But the question should be considered outside the scope of 
this bill, because of the complexities involved. 

I hope these comments are of some help in the discussion of the legislation under 
consideration. If you wish any further clarification of my views, please do 
not hestitate to call on me. 

Sincerely yours, 
CANTOR, FITZGERALD & Co., INC., 
B. GERALD CANTOR, President. 


Mr. Watiace. Mr. Chairman, I should lke an excerpt from a 
speech of Mr. Funston to be delivered in a few days be placed in the 
record. 

Senator Lauscng. That will be done. 


Excerpts From REMARKS BY G. KEITH FUNSTON, PRESIDENT, NEW YORK STOCK 
ExcHANGE, BEeEFoRE GENERAL MANAGEMENT CONFERENCE, AMERICAN MANAGI 
MENT ASSOCIATION, HOTEL STATLER, NEW YorRK City, JUNE 4, 1957 


PASSAGE OF FULBRIGHT BILL WOULD SPUR FLOW OF TIMELY DATA TO MORE OWNERS 


A final question concerns us greatly. It involves the kind of timely data avail 
able to shareowners, and the ease with which it can be obtained. 

The exchange itself is no Johnny-come-lately to this problem. We do, in fact, 
take a kind of perverse pleasure in a letter in our archives dated 1866. In it, 
in answer to a general request the exchange had made for copies of reports issued 
to stockholders, a corporate official had replied wtih simple dignity: “This com 
pany makes no-.reports and furnishes no statements.” Period. 

I hardly need stress the extent to which our listed companies—and many others 
as well—have made timely disclosure a basic ingredient in our economic system 
Since 1900 the exchange has required all listed companies to furnish annual 
reports. For over 50 years we have urged issuance of quarterly reports as well. 
Over 90 percent of our companies comply. The exceptions, by and large, are 
engaged in seasonal businesses. In addition, since 1952 the exchange has in- 
sisted that annual financial statements be prepared according to sound accounting 
procedures. 

Over the years the cumulative effect of these measures has resulted in an 
informed and articulate group of shareowners. We believe that all shareowners 
are entitled to these safeguards. But they are guaranteed generally only to 
owners of securities registered on a national exchange. For the millions owning 
shares in thousands of unlisted companies, however, there are no such assur- 
ances. Whether or not they receive regular financial reports and details about 
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proxy contests—whether or not their vote is solicited or even allowed at all, are 
questions left to the discretion of individual companies. 

If statistics are needed to dramatize the lack of data available about unlisted 
companies, consider the SEC’s 1956 report on the practices of unlisted com- 
panies. Of 663 large unlisted corporations whose proxy solicitation material 
was studied, it was discovered that 73 percent did not even identify nominees 
for directors running for election. Moreover, in 52 percent of the cases where 
major proposals were to be voted on, the proxy form did not provide for a nega- 
tive vote. Stockholders had the option of voting for the proposal, altering the 
proxy, not voting at all, or attending the meeting in person if they wanted to 
cast a negative ballot. 

The obvious conclusion to be drawn is that one standard exists for listed com- 
panies and a second standard for companies that are not listed. And inherent 
in this double standard are potential abuses that can only serve to disenchant 
the investing public. 

Last March the exchange moved to do something about this double standard— 
at least to the extent of our authority. Our board ruled that when members of 
the exchange community participate in proxy contests involving unlisted com- 
panies they must furnish information similar to that now required by the SEC 
of listed companies. In addition, our board decided our members may not be 
associated with a nonmember in an unlisted company proxy contest, unless the 
nonmember agrees to supply the same material required of our members. By 
these actions we believe important strides can be made toward providing share- 
owners of unlisted companies with the data they are entitled to—at least where 
our membership is involved. 

Only in Washington, however, can the issue be met head-on. And Senator 
Fulbright has come to grips with it in a proposed bill now being considered by 
the Senate Banking and Currency Committee. Under terms of this measure, 
unlisted companies with more than 750 shareowners and over $2 million in assets 
would have to file periodic financial reports. They would have to comply with 
the SEC’s proxy rules. They would have to report stock transactions by company 
officers, directors, and large stockholders. The Fulbright measure, in short, is a 
means of developing a set of disclosure standards which—while not as compre- 
hensive as those of the New York Stock Exchange—will give all shareowners 
more of the data they have a right to receive. 

Mr. McKenna. Mr. Chairman, for the record we have received 
certain statements submitted by several insurance companies that 
should be included in the record, with your permission. 

Senator Lauscur. It will be so ordered. 

Mr. McKenna. I might say that these have been received from 
the American Life Convention and the Life Insurance Association 
of America, the Association of Casualty & Surety Companies, the 
National Board of Fire Underwriters, and the Health Insurance Asso- 
ciation of America. I might say also with reference to the particular 
statement submitted by the Association of Casualty & Surety Com- 
panies certain exhibits are referred to in the statement which should 
be retained in the files of the subcommittee rather than being received 
in the record. 

Senator Lauscuer. That will be so ordered. 

(The statements referred to follow :) 


STATEMENT OF AMERICAN LIFE CONVENTION AND THE LIFE INSURANCE 
ASSOCIATION OF AMERICA 


This statement is submitted on behalf of the combined membership of the 
American Life Convention and the Life Insurance Association of America, com- 
prising 258 United States and Canadian legal reserve life-insurance companies, 
all but one of which do business in the United States. Collectively, they hold 
approximately 98 percent of the total assets of all legal reserve life-insurance com- 
panies doing business in the United States. One hundred seventy-seven of these 
member companies are stock companies, and the remaining 81 are mutual com- 
panies. Of the several bills before the subcommittee, this statement relates only 
to S. 1168, which would bring within its coverage a number of stock life-insur- 
ance companies. 
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STATE REGULATION AND SUPERVISION OF LIFE-INSURANCE COMPANIES IS COMPLETE 


We take the position that it is neither necessary nor desirable to require life- 
insurance companies to register with the Securities and Exchange Commission 
and make the detailed reports specified in S. 1168, for the reason that the several 
States already fully supervise and regulate the insurance companies in these 
respects. 

For more than 75 years prior to 1944 the United States Supreme Court con- 
sistently ruled that insurance was not commerce and, therefore, was subject to 
State rather than Federal regulation. When the Supreme Court reversed that 
long-standing doctrine, Congress quickly enacted legislation restoring the States 
to the position they had previously occupied. As a result of this long history, 
each of the States has over the years built up a comprehensive regulatory system 
for this business, a system considerably more protective than the regulation 
established for ordinary business activities. In fact, it probably is fair to say 
that no other business operates under so great a volume of State regulatory law, 
and in no other regulatory field have the States performed a more impressive 
publie service. The fact that over 100 million people of this country have volun- 
tarily invested savings in life insurance and annuities testifies to the confidence 
they have in the companies and in the State insurance regulatory system. State 
supervision of insurance was unqualifiedly endorsed by the 79th Congress when 
it provided in Public Law 15: 

“Congress hereby declares that the continued regulation and taxation by the 
several States of the business of insurance is in the public interest * * *. 

“The business of insurance, and every person engaged therein, shall be subject 
to the laws of the several States which relate to the regulation or taxation of 
such business.” 


THERE IS NO NEED FOR ADDITIONAL FINANCIAL REPORTING 


Life insurance is an open book 

S. 1168 would require that stock insurance corporations, along with other 
business corporations, file financial reports and management information with 
the Commission. These reports would substantially duplicate information 
already on file in the State insurance department of every State in which a life- 
insurance company does business. The adequacy and completeness of these 
reports made by insurance companies to the States is well recognized. They 
are prepared on standard blanks approved by the National Association of Insur- 
ance Commissioners, are uniform for all States, and conform to the highest 
standards of insurance accounting. 

In addition, each company is usually examined at least once every 3 years by 
a corps of examiners representing the States in which the company does busi- 
ness. More frequent examinations may be made if closer vigilance seems desir- 
able. These examinations are so thorough that in the case of a large company 
the study may take as long as a year and a half. The examiners explore the 
financial affairs of the company, its practices, corporate procedures, and manage- 
ment. The results of the exmination are recorded in a report which details 
the findings and sets forth conclusions with respect to all phases of the com- 
pany’s operations. Both the company’s annual report and the report of its 
examination are public documents on file in each State in which the company 
is licensed and are available for inspection by anyone interested in the company. 
Unnecessary expense should be avoided 

The insurance companies respectfully submit that they should not be put 
to the expense and inconvenience of unnecessary and duplicatory regulation. 
The requirement of dealing with another Government agency which is not thor- 
oughly acquainted with insurance accounting and practices would undoubtedly 
represent a significant cost item. The confusion that would result from report- 
ing to both the States and the Federal Government, with different reporting 
requirements, would likewise be costly. 

The SEC also would incur additional expense. The assets of the insurance 
companies which would be subject to the bill approximate $24 billion. An 
agency which attempts any degree of supervision with respect to a business of 
this magnitude would necessarily be assuming a responsibility entailing many 
unforeseen expenses. It is estimated that over $20 million is now being spent 
annually by the States to supervise insurance. We believe that the Federal 
Government should not spend additional public funds, particularly under pres- 
ent circumstances, for a service which is already provided by the States. 
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If any need for additional insurance company regulation should be discovered, 
which we submit has not been demonstrated to date, it would appear con- 
siderably more practicable to achieve the desired result by supplementing the 
State insurance laws rather than by superimposing new Federal regulation. 


ADDITIONAL REGULATION OF PROXIES AND INSIDER TRADING IS NOT NECESSARY 


The insurance business is so completely regulated by the States that there is 
little opportunity for the management of a company to take any action that 
would be detrimental to stockholders. It is true that the State laws are de- 
signed to protect policyholders as well as stockholders, but many of the laws 
aimed at the protection of policyholders also protect the interests of the stock- 
holders. For example, the laws of a typical State specify the conditions under 
which an insurance company may be incorporated, its stock sold, the proceeds 
of such sale invested, the procedure for increasing its capital stock, the pro- 
cedure for consolidation or merger with another insurance company, the de- 
posit of a part of its capital with the State insurance commissioner, the securi- 
ties eligible for the investment of its capital and surplus, the payment of divi- 
dends to stockholders, and the content of its annual statement. Manifestly 
regulations of this kind protect stockholders as well as policyholders. Conse- 
quently there is no need for regulation of proxies or insider trading at the 
Federal level. 

Because of the quasi-public nature of the life insurance business, the avail- 
able information concerning company operations already exceeds that in the 
case of other businesses. Any policyholder or stockholder can get full infor- 
mation pertaining to any company from the insurance department of each of 
the various States in which it is licensed, in addition to the informatiom fur- 
nished him directly by the company. The fact that there is so much material 
published, and that insurance commissioners are available to assist policy- 
holders and stockholders, makes it unnecessary to employ complicated proxy 
rules such as those required by the SEC under the 1954 act. 

The State insurance examinations are not confined to financial affairs, but 
deal with every type of corporate activity. All information concerning proxy 
practices is available to the examiners and any irregularities can be easily and 
quickly corrected. Every company, of course, seeks to avoid conduct detri- 
inental to the interest of any policyholder or stockholder which might be made 
the subject of an adverse examination report. 

S. 1168S expressly exempts all banks. Also, it exempts every savings and loan 
association, building and loan association, cooperative bank, homestead asso- 
ciation, and similar institution, if its accounts are insured by the Federal 
Savings and Loan Insurance Corporation or if it is a Federal savings and loan 
association or a member of a Federal home-loan bank. Presumably the reason 
for these exemptions is that such corporations are regulated by other instru- 
mentalities of Government. There is, however, no regulation of the proxy- 
solicitation, financial-reporting, or insider-trading practices of these corpora- 
tions similar to that prescribed by the SEC. They are regulated, examined 
and supervised under procedures which are comparable to those followed in the 
case of insurance companies.’ 

It is true that the examination and supervision of banks and other corpora- 
tions exempted by S. 1168 is conducted by Federal agencies. It is not to be 
assumed, however, that the Federal nature of such supervision makes it superior 
in character. As already mentioned, it is the policy of Congress declared in 
Public Law 15 of the 79th Congress that State regulation of the business of in- 
surance is in the public interest and should be continued. We submit that the 
examinations and supervision of the several State insurance departments are 
at least complete and effective as those of the Federal agencies in the case of 
hanks, savings and loan associations, and the like. Since the type of supervision 
exercised over banks and savings and loan associations is deemed sufficient 
to call for their exemption, both from the reporting provisions and from the 
provisions relating to proxy solicitations and insider trading, we submit that 
life insurance companies should be exempted for the same reasons. 

With respect to insider trading, the long-term nature of the business of in- 
surance companies—both the contracts they issue and the investments they 
inake—coupled with careful State regulations reduces to a minimum the likeli- 


1See memoranduin of Chairman Martin, of the Board of Governors of the Federal 
Reserve System, Stock Market Study hearings before a subcommittee of the Senate Com 
mittee on Banking and Currency on §S. 2054, 84th Cong., Ist sess., pp. 1084-1036, 
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hood of predictable sharp increases or declines in revenue. In view of this 
nonspeculative characteristic of the insurance business, the possibility of utiliza- 
tion by officers, directors, and large stockholders of inside information to profit 
from short-terin transactions in their company’s stock is by no means com 
parable to that in the case of other corporations. Moreover, the periodic ex- 
aminations conducted by the State insurance departments are broad enough 
to uncover any such practices and bring about corrective action. Thus it would 
seem clear that in the field of insurance, as in the case of banks, the subject of 
insider trading is not of sufficent consequence to justify superimposing further 
regulation upon the adequate supervision and control now exercised by other 
authorities. 


THE REPORT OF THE SECURITIES AND EXCHANGE COMMISSION IS NOT PERSUASIVE 


The SEC report’ on this subject is not persuasive and answers none of the 
points made above. The SEC approach was as follows: It studied the financial- 
reporting and proxy-solicitation procedures of the 169 stock insurance compa 
nies which would be subject to the bill if insurance companies were not ex 
empted. It compared these procedures with the standards prescribed by the 
current rules and regulations of the Commission. On the basis of this study it 
concluded “that it would be consistent with the purposes of the Federal secu- 
rities laws” to include stock insurance companies. 

The Commission made no study whatsoever with respect to insider trading 
On the matter of financial reporting and proxy solicitations, it made no study 
of existing State supervision and its adequacy to protect investors. In fact, 
the Commission made no finding that the materials and procedures used by the 
insurance companies are detrimental to the interests of their stockholders. It 
concluded merely that they are not the same as would be required if the SEC 
rules and regulations were applicable. 

Several comments seem eminently pertinent. In the first place, it would 
seem obvious that any study of companies not now subject to SEC regulations 
would show that they do not fully conform to those regulations. As pointed out 
previously, the financial reports and proxy solicitations of banks, savings and 
loan associations and similar financial institutions do not comply with the SitC 
regulations, which are not applicable to them. Yet the bill exempts these organ 
izations, and rightly so, on theory that they are subject to other regulations 
which, although not identical with SEC regulations, are sufficient to protect the 
investing public. We submit that the same rationale applies equally in the case 
of insurance companies. 

In the second place, the Commission’s conclusion that the insurance compa- 
nies studied do not currently follow SEC regulations by no means suggests f! 
they are not adequately regulated or that their reporting and proxy procedures 
are insufficient. There are always more ways than one to accomplish a desired 
result. The fact that two approaches may differ does not indicate that one is 
better than the other. While the States do not presently require some of the 
details deemed advisable by the SEC, the States in many other respects require 
much greater detail and more thorough examination of the practices of the 


companies. It may well be argued that thorough study and examination by 
State officials who are expert in the insurance business provides greater pro 
tection to the public than the dissemination of details to stockholders not as 
well equipped to understand the information. Moreover, the results of the 
State examinations are at all times available to interested stockholders. We 
respectfully submit, therefore, that the Commission’s study prevides no justifi 


I 
cation for duplicatory regulation of the insurance companies, with all of its at 
tendant burdens and expenses, as well as possible conflicts between State and 


Federal authorities. 
PROPOSED AMENDMENT 


For the above reasons, it is respectfully recommended that S. 1168 he ame nded 
to exclude all life insurance companies which are subject to State supervision. 
To accomplish that purpose, we propose the following language to be inserted 
following line 15 on page 3 of the bill: 

“(F) any security issued by an insurance corporation subject to the super 
vision of the insurance commissioner, bank commissioner, or any agency or offi- 
cer performing like functions, of any State or Territory of the United States or 
the District of Columbia.” 


2Supplementary report of the Securities and Exchange Commission on S. 2054 (S4th 
Cong.) to the Senate Committee on Banking and Currency, dated February 11, 1957. 
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We understand that the other branches of the insurance business take the 
sume position with respect to this biil. 


STATEMENT OF ASSOCIATION OF CASUALTY AND SURETY COMPANIES RAy MuRpHY, 
GENERAL COUNSEL 


The Association of Casualty and Surety Companies, with nationwide member- 
ship comprised of 140 capital stock insurance companies, engaged in writing 
casualty insurance and fidelity and surety bonds, respectfully urges that 8S. 1168 
be amended by adding a new paragraph (EF) to the proposed subsection (g) (2) 
of section 12 of the Securities Exchange Act of 1934, such new paragraph (F) 
to read as follows: 

“Any fssuer which is an insurance corporation subject to the supervision of 
the insurance commissioner, bank commissioner, or any agency or officer per- 
forming like functions, of any State or Territory of the United States or the 
District of Columbia.” 

S. 1168 is similar to a number of other bills considered by the Congress in the 
past. These earlier bills include S, 2408, SIst Congress, and 8S, 2054, 84th Con- 
* Our testimony 
and submitted statement, supporting a similar amendment, appear in the 
transcripts of these hearings, 


gress, both of which were the subject of extensive hearings. 


Our suggested amendment, in which organizations representing fire insurers 
and life insurers concur, is designed to exempt from SS. 1168 insurance com- 
panies which were always regulated exclusively by the States prior to the Su- 
preme Court’s decision in U. S. v. South Hastern Underwriters Association (332 
U. S. 583, 64 S. Ct. 1162 (1944)) and have continued to be so exclusively regu- 
lated by the States in accordance with the intent of the Congress as expressed 
in the McCarran Act (Publie Law 15, 79th Cong., 15 U. S. C., sees. 1011-1015). 

Before directing our attention to the desirability of the proposed exemption 
of insurance companies, we should say that by confining ourselves solely to the 
exemption we propose, we do not thereby intend to suggest that this legislation 
is necessary or desirable for those companies other than insurance companies 
which are not so closely supervised and regulated as insurance companies are. 
One who reads the transcripts of the hearings on 8. 2408 and 8S. 2054 cannot but 
be impressed by the widespread opposition to this type of legislation from small 
and medium-sized companies other than insurance companies all over the 
country. It seems clear that such companies could be seriously affected by 
S. 1168. The application of this legislation to industry generally is not our 
concern, but we do wish to make it clear that by urging an exemption of insur- 
ance companies we are not taking the position that this legislation is appro- 
priate for all nonregulated businesses. 

In the past we have maintained that insurance companies are closely regulated 
vy the States, making additional regulation by any Federal body both unneces- 
sary and wasteful. We also contended that previous SEC studies had disclosed 
no need for bringing insurance companies under the financial reporting, proxy 
solicitation, and insider trading provisions of the Securities Exchange Act of 
1934. Since then the SEC undertook and completed a limited study confined 
to insurance companies, the stated primary objectives of which were. 

“1. To ascertain the number and identity of the corporations which would be 
subject to the bill. 

“2. To develop information with respect to the materials and procedures 
employed by the corporations subject to the bill in soliciting proxies and to 
compare such materials and procedures with the standards required by the 
proxy rules of the Commission (regulation XN-14). 

3. To develop information with respect to the nature and content of finan- 
cial reports made by such corporations to their stockholders and generally to 
test such reports against the standards of financial reporting established by 
ble to issuers of listed securities.” 
This study did not cover the subject of insider trading. 


On the basis of the 


the Commission in its regulations applica 


eir study of 169 insurance corporations (the number which 
the SEC found would be subject to S. 2054, S4th Cong.), the SEC found “material 


deficiencies” in a large number of stockholder reports and “a general failure to 





1S, 2408, 81st Cong., 2d sess., was subject of hearings before Subcommittee of Committee 
on Banking and Currency in February 7, 8, 9, and 10, 1950, and S. 2054, 84th Cong., 
ist sess., before same subcommittee on June 27, 30, and July 1, 1955. 
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furnish important information which would be required by the Commission’s 
proxy rules * * *,.” 
REPORTS TO STOCKHOLDERS 


The SEC has reviewed stockholder reports of insurance companies and classi- 
fied them in relation to their compliance or lack of compliance with the Com- 
mission’s accounting regulations as contained in regulation S-X. Perhaps the 
SEC staff decided this was the easiest and most practical way of evaluating 
stockholder reports, but we suggest that a more equitable and meaningful method 
would have been to compare insurance company stockholder reports with the 
reports of corporations listed on national exchanges. We believe this would 
have been a fairer comparison because stockholder reports of listed companies 
are not required to conform to the Commission’s basic accounting regulations, 
except to the extent that a company specifically requests that such report be 
treated as a part of its annual report to the Commission. We recognize, of course, 
that the SEC accounting regulations have had an indirect impact on stockholder 
reports of listed companies, but we do believe that the SEC’s basis of evaluation 
can be misleading without some showing of the extent to which the stockholder 
reports of listed companies conform to the Commission’s accounting regulations. 

The 1950 supplemental report to Congress on the subject of legislation similar 
to S. 1168 at pages 24 and 25 contains the following statement: 

“Following the publication of the 1946 study it was suggested that a fairer 
oasis of comparison of financial reports of unlisted companies would have been 
similar reports of listed corporations. This basis was rejected then, and has 
again been rejected in this study, because the Commission, by adopting regula- 
tion S—X, has set a minimum standard for financial statements for investors. 
Although the financial statements contained in reports to stockholders are not 
subject to Commission jurisdiction and hence may not in all cases meet the 
requirements of regulation S—X, investors, financial reporting services, financial 
analysts and other persons interested in the financial condition of companies 
registered with the Commission may consult its files or purchase for a nominal 
sum photocopies of statements for registered companies which do meet these 
requirements. This privilege is not available at present to persons interested in 
the affairs of unlisted companies.” 

The SEC seems to be saying that even though the stockholder reports of listed 
companies do not in all cases meet the standards of regulation S—X, the financial 
statements filed by such companies with the SEC are subject to regulation S—-X 
and all this financial information is available in the SEC files to all interested 
persons, including investors and financial analysts. 

We make the same point with respect to insurance companies. The wealth 
of financial data and other information concerning insurance companies, all of 
which is of public record and readily obtainable from the State insurance de 
partments, exceeds, we feel sure, the data SEC has with respect to listed com- 
panies. It would include annual statements, reports of regular and special 
examinations. (A copy of the annual statement blank will be furnished to the 
subcommittee.) Twenty States require publication of the annual statement or 
a summary thereof in newspapers of general circularization. 

In the case of fire and casualty and surety companies, the rates are filed and 
regulated by the States and such information is also readily obtainable, thus 
permitting an investor to compare the rates charged by a certain company with 
the rates of its competitors. 

We would like to make brief mention of some special requirements. For 
example, since World War II, the New York Insurance Department has required 
all fire and casualty companies doing business in New York (this would include 
most, if not all, such companies covered by S. 1168) to file quarterly statements 
in addition to the annual statement which is due on March 1. (A copy of such 
quarterly statement will be furnished to the subcommittee. ) 

All States require fire and casualty companies to file insurance expense exhibits 
as of the end of each year. (A copy of the casualty insurance expense exhibit 
will be furnished the subcommittee). From these expense exhibits, the New York 
department annually compiles tables on loss and expense ratios for individual 
companies. (A copy of the 1955 loss and expense ratios will be furnished the 
subcommittee. ) 

Some rating organizations also prepare expense exhibits in somewhat different 
form covering their members and subscribers. 

All of the above is available for the asking. Brokerage firms, financial 
analysts, and various publishing companies specializing in insurance, study and 
analyze such data in preparing their reports. 
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In the 1946 study (H. Doc. 672, 79th Cong., 2d sess.), the SEC, in support of 
legislation similar to that now proposed, stated : 

“The information contained in the public files of the Commission reaches the 
investing public in diverse ways. The registration statements, reports, and 
other documents are examined and digested by representatives of financial pub- 
lications and services, by banks and insurance companies, by brokers and invest- 
ment advisers and, of course by individual investors. Moreover, certain principal 
tinancial items are compiled and regularly published by the Commission in a 
series of reports entitled ‘Survey of American Listed Corporations.’ ” 

The SEC then went on to say: 

“In the case of companies not required to make public reports to the Commis- 
sion or to other Government agencies, investors in general get no more infor- 
mation than the company wants them to have.” 

This is not the case with respect to insurance companies. An endless amount 
of data is available at each State insurance department and in the many insur- 
ance financial publications—far more, we believe, than the most cautious 
investor would require or could absorb. 

Thus, wholly apart from stockholder reports, the investing public has ample 
access to insurance companies’ operations. 

We do not concede that insurance company stockholder reports are generally 
inadequate. Certainly some are more informative than others, just as some 
reports of listed companies are more informative than those of other listed 
companies. Many insurance company stockholder reports compare favorably 
or even excel the reports of listed companies. 


PROXY SOLICITATIONS 


We do not believe that any unlisted corporations, including banks, utilize proxy 
solicitation statements equivalent to SEC requirements.” Heretofore we have 
pointed out that there is protection to the public through governmental super- 
vision. Insurance company proxy solicitation statements are commonly ap- 
pended to the minutes of directors’ meetings and in any event they are subject 
to scrutiny in the course of examinations conducted pursuant to State law 
under the auspices of the National Association of Insurance Commissioners. 

The proxy solicitation practices of insurance companies, to the best of our 
knowledge, are identical with those of banks which are exempted from S. 1168. 
There are no other Federal or State statutes or rules imposing on banks require- 
ments comparable to the SEC proxy solicitation rules. Thus it cannot be con- 
tended that banks should be exempt and insurance companies should be included 
in this bill, because the former are regulated by other laws with respect to 
proxies and the latter are not. 


INSIDER TRADING 


While State laws applicable to insurance companies do not deal specifically 
with “insider trading,” information thereon could certainly be developed by zone 
examinations, if that were necessary in the public interest. It is very doubtful 
that the SEC provisions relating to insider trading are necessary to protect the 
purchasers of insurance company stocks. No other industry, financial, com- 
mercial or otherwise, is subject to the same degree of statutory regulation and 
supervision and scrutiny as is the insurance business. Every phase of an 
insurance company’s activities which might give rise to a possible harm to the 
public is covered by State law. The very fact that it has not been found 
necessary to include insider trading provisions as a specific part of the com- 
prehensive pattern of State insurance law is, in our judgment, proof that such 
provisions are not necessary to protect purchasers of insurance company stocks. 

Insurance company stocks are very largely bought as long-term investments 
and usually not for speculation. In many cases the stockholders are educational 
or charitable institutions which have purchased the stock after considerable 
inquiry and study of a company’s earning ability over a period of years. We 
believe, therefore, that the inclusion of insurance companies in S. 1168 cannot 
be justified on the ground that purchasers of insurance stocks require the 
protection of the insiders’ trading provisions of the Securities Exchange Act 
of 1934. 


2The SEC study evaluated insurance company proxy materials in terms of compliance 
with respect to 61 matters. 
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BANKS AND INSURANCE COMPANIES 


fanks and certain other types of financial institutions are exempted from the 
bill. Insurance companies should likewise be exempted. We have made this 
contention in the past and its force and logic are left untouched by the recent 
SEC study of insurance companies. 

We think it has been shown that the accessible sources of financial data on 
insurers are almost limitless. We seriously doubt whether we are surpassed in 
this respect by banks. The record is also replete with statements by acknowl- 
edged authorities on banking matters that there are no special provisions im 
posing on banks requirements comparable to the SEC proxy and insider trading 
rules. This is clearly set forth by Mr. William McChesney Martin, Jr., Chair 
man of the Board of Governors of the Federal Reserve System, in a memo 
randum * supplementing his statement on 8, 2054. 

In this memorandum, Mr. Martin said: 

“The apparent purpose of 8. 2054, and of the Securities Exchange Act on which 
it is based, is to protect investors chiefly by supplying them with information 
On the other hand, Federal banking policy has been to protect depositors and 
stockholders of banks chiefly by a comprehensive system of Federal regulation 
and supervision.” 

We are in full accord with the above statement. The same reasoning is clearly 
applicable to the insurance business. The policy of State regulation of the 
insurance business has been to protect policyholders and stockholders of insur 
ance companies by a comprehensive system of State regulation and supervision 

The proposed discrimination against insurance companies which are in the 
same position as banks, and should accordingly be treated in like manner, defies 
logical explanation. Perhaps it is justified on the ground that it is wrong for a 
Federal agency to invade the field of another Federal agency but perfectly proper 
for a Federal agency to invade an area regulated by the States. In either case 
waste, duplication, inconsistency, and needless expense must follow. 

We do not suggest that if insurance companies are not exempted, then banks 
are not entitled to an exemption. We feel that the exemption of banks is 
entirely proper no matter what the Congress may decide with respect to insur 
ance companies. To subject banks to this bill would be wasteful and would 
create problems of duplication and inconsistency. So, too, in our opinion, would 
be the case with insurance companies. 

All we are saying is that insurance companies should likewise be exempt. 

In concluding we would like to comment on the principal argument of the 
proponents of this legislation. They point to the so-called double standard of 
investor protection. Whatever validity this argument may have, it has ne 
application to banks and insurance companies. They are regulated financial 
institutions, and, as such, are in no way comparable to other businesses. Cer- 
tainly, with respect to insurance companies, and very likely the same is true of 
banks, investors have ample means of obtaining detailed information relating 
to finances and every phase of company management and operation. 

We respectfully urge that S. 1168 be amended as set forth in this statement 


MEMORANDUM OF NATIONAL BOARD OF FrrE UNDERWRITERS, J. RAYMOND BERRY 
GENERAL COUNSEI 


This memorandum is submitted on behalf of the 220 stock insurance company 
members of the National Board of Fire Underwriters which are engaged princi 


pally in the writing of fire and allied lines of insurance. These companies urge 


that S. 1168 be amended by adding a new paragraph (F) to the proposed sub 
section (g) (2) of section 12 of the Securities Exchange Act of 1934, which 
would read as follows: 

“(F) Any issuer which is an insurance corporation subject to the supervision 
of the insurance commissioner, bank commissioner, or any agency or officer per 
forming like functions of any State or Territory of the United States or the Dis 
trict of Columbia.” 

The proposed amendment would have the effect of exempting such companies 
from the provisions of the bill. 

These property insurance companies do not, as a general rule, engage in open 
inarket equity financing, nor are their stocks generally listed or traded on th: 


Pp. 1034-1936 of transcript of hearings on S. 2054, 84th Cong., 1st sess. 
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major stock exchanges of the country. They are therefore, in general, 1 
registered under the Securities Exchange Act of 1934. 

The introduction of this bill follows closely the release of the Security and 
Exchange Commission’s supplementary report on S. 2054° (84th Cong.) dated 
February 11, 1957. 

In the letter of trausmittal of this report, the SEC Chairman concludes that 
it would be consistent with the purposes of the Federal securities laws and of 
S. 2054 that the insurance companies’ exemption be deleted from the bill, but 
he does not recommend such deletion and has testified before this committee that 
S. 1168 is not a Commission bill. 

The only material bearing on the exemption of insurance companies before 
this session of Congress, which was not before the last session when 8. 2054 
(reported out by this subcommittee) exempted insurance companies, is the SEC 
supplemental report referred to on page 1 of this statement. Therefore, if there 
is any justification for departing from the language of exemption in last session’s 
bill, it must be found in the SEC supplemental report. We submit the report 
fails to justify such departure. 

The summary of findings in this ShC report charges (1) “A general failure to 
furnish important information which would be required by the Commission’s 
proxy rules with respect to (@) the election of directors or (b) significant pro- 
posals requiring stockholders’ approval,” and (2) “The financial data contained 
in * * * such reports was found to be materially deficient under standards of the 
Commission's accounting regulations,” 

This study then notes, with respect to item (1) that “A similar pattern of dif- 
ference * * * was found in the earlier (mostly manufacturing companies) 
study :” and with respect to item (2) above, that three times as much insurance 
companies were deficient as were companies covered by such earlier study. 

The SEC in criticizing insurance company practices and attempting to com- 
pare such companies with manufacturing companies, failed to develop any facts 
concerning the existing regulatory pattern, governing the supervision of in- 
surance companies, which has been developed by the several States over the 
past hundred years. It fails to point out that the insurance companies which 
would be subject to the SEC regulation under this bill consist primarily of the 
older, conservative, time-tested corporations which have weathered wars, 
panics and other great catastrophes over long periods of time. Analysis of the 
{ national board member companies included in the SEC study of 169 insurance 
corporations which would be subject to SEC regulation under this bill, shows the 
following facts with respect to their longevity: 

Number of 


Years in business: companies 
DO or less : a 
DO to 100 ; 14 
100 to 150 %() 
Over 150 ake 1 
Total a ; 15 


The SEC makes no reference to the fact that the voluminous financial and 
other reports which these companies file with State insurance departments and 
the periodic comprehensive report of insurance department examinations of in- 
surance companies, are not only available to stockholders at all times, but to 
all of the general public. We do not believe that this was the type of corpora- 
tion that Congress originally desired to regulate in the public interest. 

Investment of funds in a stock property insurance company is motivated 
by considerations quite foreign to those involved in investing in other fields 
of business. In organizing such a company initial stockholders are required 
to pay into the corporation not only the value of the stock they subscribe to, 
but also an additional amount (usually 50 percent of the value of the stock) 
to provide a cash surplus. Only after the capital and surplus are paid in, is 
the company ready to begin insurance operations. 

The initial stockholder not only pays in the additional cash surplus, but ex- 
pects no dividends for the first 6 or more years of the company’s existence. 
During this period the surplus is being drawn upon to meet operating expenses 
and to set up the unearned premium and other reserves required by law. 


LS, 2054, 84th Cong., as reported by Securities Subcommittee is identical with S. 1168 
except that S. 1168 deletes exemption of insurance companies. 
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The initial stockholder knows that even after the property insurance com- 
pany gets on a profitable operating basis, all of its underwriting profits and a 
significant portion of its investment profit will be plowed back into the business. 
Dividend payments can only be expected from the remaining investment income. 

This long-term expectation of profit, the higher initial cost of the investment, 
and the catastrophic risk to which the capital employed in the business is sub- 
jected, have created a distinctive type of investors interested primarily in the 
long-term possibilities of their investment. In short, there is not the turnover 
in stockholders usually found in other lines of business of comparable size. 

The type of operation; its close regulation and supervision by the several 
States; the detailed financial statements which must be filed by all property 
insurance companies and the regular periodic examinations of their financial 
condition, affairs, and management by State insurance departments appeal to 
the institutional and long-term investor, who knows where to turn for any and 
all information about any particular company. 

There is another basic distinction the SEC study failed to mention. The study 
contains no segregation of the different types of insurance companies. The 
findings in the study were made without any weighing of results on the basis 
of the importance of the companies included in the study. This is significant 
when we consider that our member companies write more than 80 percent of 
the property-insurance business written by stock-insurance companies in the 
United States. 

We have made our own study of the performance of our companies based on 
copies of material voluntarily furnished by those companies to SEC. Our 
study shows our member companies have a performance record substantially 
higher than the group as a whole included in the study. 

We have sought to confirm these results by comparing the treatment of the 
material furnished to the SEC with the treatment of similar material used in 
our own study. We have stated to the staff of the SEC the result of our study 
and the reasons we wanted to compare our results with those of the SEC. The 
SEC, for reasons it deems adequate, has refused to let us examine the material 
it received from our member companies. 

We desire to point out that the first page of each company’s annual statement 
shows all the directors of the company. The annual stockholders reports, in 
most cases, give names and information on all directors. Where all directors are 
reelected annually, their listing in the annual report is not always repeated in 
the notice of annual meeting. In general, most stock property insurance com- 
panies furnish this information directly to stockholders in meeting notices 
and/or proxy statements and/or annual reports. 

In a great majority of the cases of proxy solicitation by our 45 member com- 
panies included in the SEC study, the only item of business on the agenda to be 
voted upon by the stockholders is the election of officers. 

The charge that important information was not being furnished on other 
significant proposals requiring stockholders approval, involves a fringe area. 
Our companies, when they do become involved in items of such nature, usually 
clear the matter first with the home State insurance department. If the item 
is approved by the insurance department, then, and only then, is it submitted 
to the stockholders for their vote. In many cases, however, stockholders are 
apprised of such a plan long before they are asked to vote on it. 

Statistical information that is now furnished by these 45 companies is more 
than that required by the SEC and it is furnished in a manner consistent with 
the system of regulatory accounting developed specially for stock property insur- 
ance companies by the State regulatory authorities and the best accounting 
minds of those companies over a long period of time. 

SEC criticism also went to the timeliness of furnishing annual reports to 
stockholders. (Seven companies are criticized in study.) Here again the pecu- 
liarities of the business are involved. In some cases these old time-tested prop- 
erty insurers have received their original charters by specific act of the legis- 
lature of the State of domicile. It is not unusual for such a corporate charter 
to provide that the annual meeting be held so soon after the close of the calendar 
year that it is difficult, if not impossible, for those companies to complete finan- 
cial statements at the time proxies are solicited and, in some cases, by the date 
of their annual meeting. The annual meeting date of such companies could not 
be changed except by specific act of the State legislature. 

The supplementary report of the SEC is the only new matter before the Con- 
gress since last session when this bill (then S. 2054) contained an exclusion of 
insurance companies. We respectfully submit that report makes no case for 
bringing insurance companies under the bill. Congress, after careful study, left 
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the regulation of these companies to the States (McCarran Act, Public Law 15, 
9th Cong.).. That policy, in the absence of compelling reasons, should be fol- 
lowed. No compelling reason for departure has been found. 

Our companies are also opposed to being brought under the SEC Act for com- 
petitive reasons. In this highly competitive field, where stock companies are 
competing with mutual, reciprocal, and credit-union insurers, the initial cost 
as well as the continuing cost of complying with SEC requirements would place 
stock property insurance companies at a severe competitive disadvantage. 

We respectfully submit there is no sound reason for subjecting stock com- 
panies to this regulation, while mutual companies, for instance, can furnish 
such financial facts and follow such proxy practices as they choose for annual 
policyholders meetings. 

The exemption that stock companies seek is already granted to banks under 
the proposed bill on the basis that they are already subject to regulation. The 
present regulation of insurance companies, at the State level, covers all phases 
of an insurance company’s activities. Therefore, the reason for exemption of 
banks applies, at least with equal force, in the case of stock-insurance 
companies. 

We urge that the proposed amendment (contained in the first paragraph of 
this statement) be incorporated in this bill. 


STATEMENT OF HEALTH INSURANCE ASSOCIATION OF AMERICA 


This statement is submitted on behalf of the Health Insurance Association of 
America. It is an association of over 250 life and casualty insurance companies, 
both stock and mutual, writing over SO percent of the accident and health insur- 
ance business in this country. Of the several bills before the subcommittee, this 
statement relates only to S. 1168, which would bring within its coverage a num- 
ber of stock insurance companies. The several States closely regulate the opera- 
tion of insurance companies. It is the position of the Health Insurance Associa- 
tion of America that regulation of these companies at the Federal level as pro- 
posed by S. 1168 is unnecessary. Such regulation would result in unwarranted 
udditional administrative expense and effort by both the Federal Government 
und the insurance companies. 


REGULATION BY TILE STATE 


State regulation starts with the inception of an insurance company as a cor- 
porate body. Individual State statutes provide the requirements and procedures 
for incorporating insurance companies. Rigid and stringent requirements for 
doing business within a State are provided, in most cases more rigid than those 
required of other types of corporations. In the eonduct of its business, the af- 
fairs of insurance companies including corporate procedures, the contracts which 
it sells, and the investments of its assets are all regulated by State statutes en- 
forced by State supervisory authority, and subject to regular examination by 
experts in insurance company procedures. The examinations are in great detail 
and, in the case of some larger companies, require a year to complete by a corps 
of examiners representing all of the States in which the company does business. 
Reports of these examinations are made of public record in each State in which 
the company is licensed. Any person may inspect such reports upon request. 
Actually, the company’s records and activities are always open to scrutiny by the 
State regulatory bodies which may conduct examinations or reexaminations at 
their option. 

In the course of such examination, all of the corporate activities including 
proxy activities are open to inspection. Notwithstanding such detailed and 
comprehensive examinations by the State regulatory bodies, each company must 
each year file a detailed financial and business statement with the regulatory 
bodies in those States where they are admitted to do business. 


THERE IS NO NEED FOR FEDERAL REGULATION 


To justify control in the public interest of business procedures, there must be 
u lack of sufficient control for the protection of the public. Public acceptance of 
the adequacy of the State supervision of insurance companies for this purpose 
is demonstrated by the lack of public demand for regulation by the SEC. 
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It is obvious that such procedures as are proposed by S. 1168 would require 
additional expense and effort on the part of each insurance company and the 
Securities and Exchange Commission. If such a proposal superimposes regula- 
tion on already satisfactory and competent procedures, there can be no justifica- 
tion for such re and effort. : Neither the public nor the industry will benefit. 

It is noted that S. 1168 expressly exempts all banks, savings and loan associa- 
tions, building and !oan associations, Cooperative banks, homestead associations, 
and similar institutions if their accounts are insured by the Federal Savings and 
Loan Insurance Corporation or if they are a Federal savings and loan association 
or a member of a Federal home-loan bank. It has been indicated that these 
groups of institutions are exempted because they are regulated by other instru- 
mentalities of the Federal Government. It should be noted, however, that such 
regulation does not require reporting on proxy solicitation, insider trading prac- 
tices, or financial reporting such as is required by the Securities and Exchange 
Commission. Actually, the procedures under which they are regulated and 
supervised are similar and parallel to those now governing insurance companies. 
Chairman Martin, of the Board of Governors of the Federal Reserve System, in 
his memorandum to the subcommittee of the Senate Banking and Currency Com- 
mittee holding hearings on S. 2054, 84th Congress, Ist session, stated in regard 
to bank examinations: 

“These examinations are not detailed audits. However, they are concerned 
not merely with information as to the financial position of the bank but also 
With its soundness and its general operations and practices * * *. They are 
alert for any evidence of self-dealing by the bank’s officers or directors which 
might conflict with the best interest of the bank.” 

Chairman Martin goes on to say: 

“The supervisory authorities carefully review the reports of these examina- 
tions and the management of the bank is called upon to correct any practices 
which appear to be illegal, unsafe, or unsound.” 

These statements generally outline the approach and method of examination 
and supervision utilized by the State regulatory bodies over insurance com- 
panies. Under such a system it is contended that fully as much protection is 
given stockholders as well as policyholders as any they could receive by being 
subjected to Securities and Exchange Commission regulation. 

Neither should it be presumed that Federal regulation is superior to State 
regulation. As we have pointed out above, State regulation in the insurance 
field is as comprehensive and complete as Federal supervision of banks. In 
addition, Congress has already spoken to that point as it affects the insurance 
industry in passing the McCarran-Ferguson Act, Public Law 15, 79th Congress. 
By that statute Congress declared State regulation of insurance was in the pub- 
lic interest and should be continued. No facts have appeared since that time to 
justify any change in that philosophy. 


THE REPORT OF TITE SECURITIES AND EXCHANGE COMMISSION 


The Securities and Exchange Commission filed with the Senate Banking and 
Currency Committee a supplementary report on S. 2054 in February 1957. S. 
2054 was an identical bill to S. 1168 except as reported out of the subcommittee 
it included an exemption for insurance companies. 

The report was based upon a study of the Commission of the financial report- 
ing and proxy solicitation procedures of 169 insurance companies which would 
be subject to the provisions of S. 1168 as introduced, After comparing these 
procedures with those prescribed by the Commission, it concluded “that it would 
be consistent with the purposes of the Federal securities laws” to bring insurance 
companies under the Securities and Exchange Commission’s jurisdiction. 

A careful analysis of the Commission’s study finds that it was a very limited 
one. No study was made with respect to insider trading. It made no study with 
respect to the adequacy of State supervision and regulation as a method of 
protecting the public, including both stockholders and policyholders. In fact, 
the SEC did not find that the present procedures and methods used by insurance 
companies are detrimental to the interests of their stockholders. 

The only basis for the Commission’s conclusion seems to be that insurance 
companies do not now follow Securities and Exchange Commission procedures. 

As has already been pointed out, banks, building and loan associations, and 
other such organizations otherwise controlled, do not now follow such procedures, 
Yet S. 1168 exempts these organizations presumably on the theory that regulation 
be other Government agencies provides adequate public protection. Since State 
Supervision and regulation of the insurance companies similarly provides full 
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and complete protection both to stockholders and policyholders, we think it 
follows that for like reasons insurance companies should be exempt. 


PROPOSED AMENDMENT 


In conclusion, for the reasons stated above, it is recommended that S. 1168 be 
amended to exclude insurance companies which are already subject to State 
supervision. To accomplish that purpose, we propose the following language 
to be inserted following line 15 on page 3 of the bill: 

“(F) Any security issued by an insurance corporation subject to the super- 
vision of the insurance commissioner, bank commissioner, or any agency or 
officer performing like functions of any State or Territory of the United States 
or the District of Columbia.” 


(The following article from the May 2, 1957, issue of the Wall 
Street Journal was also submitted for the record by the counsel for 
the subcommittee :) 


{From the Wall Street Journal, May 2, 1957] 


TEXAS INSURANCE TROUBLES: 51 COMPANIES HAVE FAILED SINCE START OF 1956— 
“THERE WILL BE More,” OFFICIAL SAYS 


AGENTS AND SMALL REPUTABLE FIRMS SUFFER; STATE ACTS TO TIGHTEN LAWS 


By a Wall Street Journal Staff Reporter 


AUSTIN, Texas.—A State district court in this capital city this week is tak- 
ing up a matter that, for Texans, is becoming more or less routine—the ap- 
pointment of a receiver to liquidate an insurance company. 

The company involved is the Dallas-based Physician’s Life & Accident In- 
surance Co. of America, headed by former Texas governor Coke R. Stevenson. 
The State insurance commission a few days ago found the small, 2-year-old 
company insolvent and ordered its license revoked. The attorney general im- 
mediately obtained a restraining order against the company, and the receiver- 
ship hearing was scheduled. The company’s attorneys are fighting back with a 
petition for a court injunction against the insurance commission’s order. 

The threatened fall of Physician’s Life is the latest repereussion of sweep- 
ing insurance investigation that is rocking the Lone Star State. 

“There have been 51 insurance company failures in Texas since the beginning 
of 1956,” says recently-appointed Commission Chairman John Osorio. *‘And,” 
he adds, “there are going to be more.” 

Insurance failures are nothing new to Texans. Between 1939 and 1955 nearly 
140 insurance companies folded up in the State, more than in all other States 
combined in the same period. 

With the total now approaching 200 bankruptcies—a full quarter of them in 
the last 24 months—Texans are beginning to compare the insurance commis- 
sion’s current “clean-up campaign” to New York’s hard-hitting Armstrong in- 
vestigation of 1905 although the New York investigation touched much bigger 
companies, 

ICT draws attention 

Texas’ insurance troubles reached a high point in March when big ICT In- 
surance Co., a Dallas fire and casualty insurance firm, was put into receiver- 
ship on charges of having a deficit of more than $1,500,000. Interest in the ICT 
bankruptcy has been heightened by legislative investigations into questionable 
activities of its principal promoter, Ben Jack Cage, and by the fact that the 
company had labor unions as its main stockholders and customers. The com- 
pany is getting attention from insurance officials in 25 States where it operated 
at various times. 

Texas occupies a unique position among the States as far as insurance goes. 
Nearly 1,200 insurance companies are headquartered in Texas, about one-third 
of the Nation’s total of 3,500, four times as many as second-ranking New York. 

And, despite a 1908 law which requires an out-of-State insurance company to 
invest 75 percent of the reserves from its Texas business inside the State, nearly 
S00 non-Texas insurance companies do business in the State. Prudential Life 
Insurance Co., the Nation’s second largest insurance firm, for instance, has some 
$SS82 million invested in Texas securities, mortgages, and properties. 
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The rash of failures, Texas insurance executives note, involves only a small 


percentage of the State’s many companies. ; ! 
The cleanup, nevertheless, is being felt in much of the insurance industry. 
Agents writing insurance for several different companies, for example, are 
having to cover parts of policies with defunct companies out of their own pocket | 
to avoid damage to their reputations. . 


“When we found out ICT was going under, we quickly rewrote the few policies 
we had with ICT with a large eastern company,” explains Hugh McCormick, 
of George W. McCormick Insurance Agency, a long-established Dallas parent. 
“To do so we had to pay the unearned premium out of our own pocket.” The 
unearned premium is the part of the premium covering the time from the failure 
of the company to the expiration of the policy. 

Other agents tell of one small-town agent who had placed a large number of 
policies with ICT, and unable to cover the unearned premiums, had to close up 


shop when the company went under. ( 
Small Texas companies, although reputable, admit they are also being hurt, 

though it’s hard to say how badly, since some are continuing to have increases ( 

in business. 
“The publicity resulting from the insolvencies has hit us hardest outside the ‘ 

State,” says Foster Yancey, president of Southwestern Fire & Casualty Co. of 

Dallas. “We are getting reports that many people are demanding their insur- I 

ance not be written by a Texas company just because it is a Texas company.” ‘ 
“Our business has been increasing,” explains Walter Baer, of Southwest Gen- 

eral Insurance Co., also of Dallas. “How much greater the increase would have ] 

been had it not been for the insolvencies and their publicity can’t be deter- t 


mined.” { 
Larger Texas companies and out-of-State companies say they have felt few, ‘ 
if any, effects from the failures. 
“A lot of people have asked us where our home office is,” says a local execu- C 
tive of Provident Mutual Life Insurance Co., Philadelphia. ‘When we tell 


them, there are no further questions hinting anything about the insolvencies. ] 
I guess, to be cold-blooded about it, the insolvencies might have helped the { 
out-of-State companies in a few cases.” s 
Texans check firm's move ; 
Adds a Prudential executive in Houston: “Texans are now more inclined to ; 
check a company before they buy insurance. As a result it’s been a good thing I 
for any legitimate outfit, Texas or otherwise, that can stand up to a thorough i 

check.” 
i 


Behind the recent rise in the mortality rate of the Texas companies is a set 
of new State laws. Until late 1955 Texas insurance laws were notorious for 
their loopholes and laxity. A stock life-insurance company, for instance, could " 
be started with a capital of only $25,000, the lowest requirement of any State. 


And this capital, in some cases consisted largely of borrowed money. Insurance 


securities were largely exempt from State regulation. And the State had no : 
power to challenge the competency of insurance-company organizers. ‘ 
The result was that insurance companies mushroomed in Texas, doubling in ’ 
number since 1943. r 
“People got the idea that a Texas insurance company was a way to quick | 
money,” says Mr. Osorio. “A lot of promoters and people who had no knowledge I 
ef insurance got into the business.” 0 
Adds the president of a large Texas company: “Many of the companies now 0 
failing were in the insurance business only incidentally. Their main purpose was V 
a profitable stock-selling scheme which flourished under the shelter of the loose 
insurance laws.” I 
The legislature in 1955 began plugging the loopholes. A new stock life company 
now must have $200,000 capital and surplus, for example. Insurance securities s 
are now subject to some regulation; an organizer can be denied a license for 
incompetency and claimed assets can be more thoroughly investigated. a 
The results are now hitting Texas newspaper headlines. Besides causing a a 
jump in receiverships and bankruptcies, the laws have strangled the formation of d 
new companies. In the 90 days in 1955, between the legislature’s adjournment t 
and September 1, when the laws went into effect, 128 new companies were or 
ganized. Since that time only nine have gained charters in the State. il 
The troubles of Physician’s Life are an example of how the tightening of the k 
laws is affecting the insurance business. The company was organized in the B 
early spring of 1955. About a year ago it plunged fully into the insurance busi- p 


ness by voluntarily taking over the assets of American Atlus Life Insurance Co. 
of Dallas, which had been put into receivership by the insurance commission 
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For these assets, which consisted largely of about $5 million of insurance on the 
books, Physician's Life put up $600,000 in reserves. 

Many of the American Atlas policies had been written by small burial asso- 
ciations, says Earl C. Brown, executive viee president of Physician’s Life, and 
many of those insured were aged. “In the first 6 months we had that insurance 
we paid out $130,000 in death claims,” Mr. Brown recalled. 

The company is now trying to break the contract under which it took over 
American Atlas’ business. 

The State, however, is charging other irregularities have occurred in connection 
With Physician’s Life, and the company itself is suing some of its original 
organizers. 

Typical operation 

The charges, vet to be tried in court, are said by State officials to illustrate the 
operations of many defunct companies. They tell this story: 

A half-dozen men organized Physician’s Investment Corp. in early 1955. They 
obtained notes and deeds on several pieces of real estate, assigned these to the 
investment company at a valuation of $225,000, said in the suits to be highly ex- 
cessive, and on that basis obtained a $225,000 bank loan. 

Next they organized Physician's Life, with 400,000 shares, and used the bor- 
rowed money to buy 225,000 of its shares at $1 each. The remaining 175,000 
shares were sold to other investors at $1 a share. 

The insurance company then offered 50,000 additional shares to the public at 


prices ranging from $9.75 to $14.20 a share. The charges say some of the shares 
thus sold were from the orga Ze! perso! al holdings, bought at Sl, and ielded 
them enough profit to pay off the bank loan while still retaining 200,000 shares 


and control of the fi 

Organizers Whom the company is suing for recovery are not officers of the 
company. 

Siate officials outline another plan of operation by which they say several other 


pronioters took advantage of legal loopholes. In this an investment company is 
formed with 2 classes of stock of equal voting power—say 250,000 class A shares, 
sold to the promoters at 10 cents a share, and 250,000 shares of class B, sold to 
outsiders at $10 a share. Result: The promoters control a $2,525,000 company 
With a $25,000 investment. Next, the investment company is converted into an 
insurance company and, under a liw that says all insurance company stock must 


be of equal value, a $10 insurance share is issued in exchange for each original 
investment company share—class A as well as class b. ‘The promoters who put 
in $25,000 now have stock valued at $2,500,000. 

Stockholders in 100 to 200 ¢o1 ipanies that have used the investment-insurance 
company conversion scheme have lost more than $100 million, according to a 
Texas Legislative Council study. 

Policyholders in defunct companies have lost very little, say insurance com- 
pany executives, as sound companies have taken over their policies. An an- 
nouncement last year by 28 large life insurance firms that they would assume 
all life policies of companies going bankrupt in the next 12 months has expired. 

“But, so far,” says a president of 1 of the 28 firms, “no one has ever Ik a 
nickel on a Texas life insurances policy.” 

An official of an out-of-State company, though, argues that “it’s true no one 
has ever lost anything on a Texas policy as far as death benefits go. But many 
of the insolvent companies did not have the reserves to back up the cash value 
of a policy. Survivors could claim the death benefits but the owner, if he 
wanted to cash in his policy, would not have gotten its full cash value.” 

Ins ane only Set ondary 

Other loopholes permitted watered assets and sometimes insurance was only 
secondary to stock selling or real estate dealings. 

The new 1955 laws abruptly cut off ICT’s stock sales in the fall of that year. 
Three month’s later Mr. Cage’s management contract was terminated. After 
a year of being unable to cover its investment losses by stock sales, ICT was 
declared insolvent last month. Mr. Cage, now in Brazil, has declined invita- 
tions to appear before a State senate investigating committee. 

State investigators trace ICT’s foldup directly to the new laws which late 
in 1955 put a stop to stock sales by which it was trying to recoup investment 
losses. Organized in 1950, ICT operated under a management contract with 
Ben Jack Cage, and made many of its investments with or through other com- 
panies he controlled. 
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Its original capitalization was 20,000 shares of $10 par stock. By the time 
the new laws took effect in the fall of 1955, it had sold nearly 1.5 million shares, 
with proceeds definitely stated as $5.8 million but said in the insurance com- 
mission’s charges to be far in excess of that. 

Early in 1956 Mr. Cage’s management contract was terminated. He is now 
in Brazil and has declined invitations to appear before a State senate in- 
vestigating committee. 

Mr. Funston. Mr. Chairman, my associates tell me that in detail- 
ing the listing requirements of the exchange, I omitted to mention 
that we also require 300,000 shares to be in the hands of the public 
in unconcentrated holdings, and I was wondering if I could submit 
for the record a copy of our listing requirements. 

Senator Lauscur. That may be done. 

(The listing requirements follow :) 


Secrion B 1 
PROCEDURE FOR LISTING ON THE NEw YorK Stock EXCHANGE 
STANDARDS OF EIGIBILITY FOR LISTING 


By reason of their nature and the necessity for flexibility, the qualifications 
for listing on the New York Stock Exchange can better be described in general 
terms than as exact formulas. 

The company must be a going concern, or be the successor to a going concern, 
and must have substantial assets or demonstrated earning power, or both. 
While the amount of assets and earnings, and the aggregate market value of the 
company’s junior securities, are considerations, greater emphasis is placed on 
such questions as degree of national interest in the company, its standing in its 
particular field, the character of the market for its products, its relative stability 
and position in its industry, and whether or not it is engaged in an expanding 
industry, with prospects of maintaining its position. 

The particular securities for which litsing is sought must have a sufficiently 
wide distribution to offer reasonable assurance that an adequate auction market 
in the securities will exist. 


GUIDES AS TO STANDARDS OF SIZE, EARNINGS AND DISTRIBUTION 


In applying the above principles to individual cases, certain minimum yard- 
Sticks have been developed with respect to those standards which can be ex- 
pressed in such terms. These are not intended to be inflexible mathematical 
formulas but are merely guides. It should be understood that all of the stand- 
ards are considered collectively and that weight may be given to compensating 
factors. The yardsticks referred to are as follows: 

Size and earnings.—The company should have a demonstrated earning power, 
under competitive conditions, of $1 million annually, after all charges, including 
Federal income and excess-prolits taxes. As to size, net tangible assets should 
be at least $7 million, but greater emphasis will be placed on the aggregate mar- 
ket value of the common stock, where $7 million or more at the time of listing 
will be looked for. 

Distribution.—In the case of common stock issues, a broad distribution of at 
least 300,000 shares (exclusive of concentrated or family holdings) among not 
less than 1,500 holders will be looked for, with greater attention being given to 
holdings of 100°shares and above. 

Senator Lauscue. We have received a number of letters and tele- 
grams which will go into the record, together with any that may be 
received subsequently. 

We will recess subject to the call of the chairman. Thank you very 
much for your fine presentation. 

(Whereupon, at 11:55 a. m., the subcommittee adjourned subject 
to the call of the chair.) 
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(The following statements and letters were received for the record.) 


CHAMBER OF COMMERCE OF THE UNITED STATES, 
LEGISLATIVE DEPARTMENT, 
Washington, D. C., May 31, 1957. 
Hon. FRANK J, LAUSCHE, 
Chairman, Securities Committee, Committee on Banking and Currency, 
United States Senate, Washington, D. C. 

DEAR SENATOR LAUSCHE: The Chamber of Commerce of the United States op- 
poses §. 1168 which would amend the Securities Exchange Act of 1934 to bring 
many small businesses under the regulations of the Securities and Exchange 
Commission. 8S. 1168 goes well beyond the original intent of the Securities Acts 
of 1938 and 1938 

A study by the Securities and Exchange Commission has led to modifications 
in certain of its regulations which have tended to make the requirements less 
burdensome. Approval of this bill would largely offset the gains made by the 
Commission in the past 3 years. 

S. 810 and S. 843, to amend section 3 (b) of the Securities Act of 1933 to permit 
an increase of the present $300,000 security offering exemption to $500,000, are 
reasonable and would facilitate the further private financing of small business. 

The national chamber opposes S. 1168 for the following reasons: 

1. The reporting requirements of the bill would materially increase the al- 
ready heavy burden of governmental reporting and paperwork on all sizes of 
business—small, medium, and large, with no corresponding benefit to the pub- 
hit 

2. Compliance with these comprehensive and complex governmental require- 
ments, would necessitate costly legal, financial, and accounting assistance from 
outside services. 

3. Many of the corporations required to file under this bill would have to 
reorganize and expand their accounting departments at substantial expense. 

4, Many smaller businesses, that would come under the reporting require- 
ments, have in the past established a close relationship with their stockholders 
which has not required expensive detailed annual reports. Under this bill such 
reports would be required. 

5. To require the unlisted stockholders to have their companies comply with 
the Securities and kxchange Commission requirements on listed corporations, 
would enforce a financial burden upon these owners of business without giving 
them a voice in the matter. 

6. It has not been shown that sufficient benefits would result to the investing 
public to warrant this new, costly, and time-consuming burden. 

7. Many businessmen helieve that if they are required to report sales and 
cost of sales in detail they would be revealing information that could be used by 
their competitors in a manner injurious to the best interests of their stock- 
holders. Widespread publication of operating details is not conducive to 
growth of the free-competitive system. 

8. The present burdensome requirements of the securities laws and the pro- 
posal to extend them to unlisted stocks have been an unfavorable factor in the 
increasing dearth of venture capital—so vital to a continuous upward economic 
expansion in our free-enterprise system. 

9, Our system recognizes the right of companies to elect whether they wish to 
have their securities listed on an exchange, or prefer that they be handled solely 
in the over-the-counter market. The many companies which have chosen to 
have unlisted securities, seek neither wide publicity nor broad public participa- 
tion in these over-the-counter dealings and generally there is a very restricted 
participation in most of the issues of securities traded. This freedom of choice 
should be preserved. 

10. Experience under the laws relating to listed securities and securities ex- 
changes demonstrates the need for lightening, rather than increasing, the burdens 
which Lave been placed upon business. 

11. Expensive duplication of governmental supervision, without significant 
contribution to the protection of investors, would result if S. 1168 should be 
enacted in its present form. 

Many corporations, issues of unlisted stocks affected by this bill, are already 
regulated—effectively and adequately—by the laws of the States. In such cases 
this bill could have no salutary effect, while imposing substantial costs on is- 
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suers. Here the major effect would be to enforce conformity to SEC pro- 
cedures—not to add protection. 

I would appreciate it if you would make this letter a part of the hearings on 
S. 1168. 


Cordially yours, 
CLARENCE R. MILES. 





STATEMENT OF Rosert BH. Lee HALL, GENERAL COUNSEL, NATIONAL COAL 
ASSOCIATION 


Mr. Chairman, the National Coal Association is the trade organization of 
American bituminous coal mine owners and operators whose total production is 
approximately two-thirds of all the commercial bituminous coal mined in the 
United States. 

The bituminous coal industry is opposed to S. 1168 and respectfully urges 
that it be rejected. 

Present law provides for regulation by the Securities and Exchange VUom- 
mission of corporations seeking public financing in any material volume, and 
for regulation by corporations whose securities are listed on stock exchanges. 
Investors in corporations which would be made subject to the Securities and 
Exchange Commission by the provisions of S. 1168 already have available to 
them adequate information regarding such corporations, not only through cor- 
poration reports but also through financial services, such as Moody’s and Stand- 
ard & Poor’s. 

It has not been demonstrated that the provisions of S. 1168 would serve the 
public interest. On the contrary, it appears that it would serve only the in- 
terests of the Securities and Exchange Commission and the stock exchanges. To 
cope with the infinite detail of registration and reporting required by S. 1168, 
the Securities and Exchange Commission would become a much larger organiza- 
tion, with many additional hundreds of thousands of dollars of public money to 
spend. The added prestige that accures to Government bureaucracy with an in- 
crease in budget and regulatory authority is hardly sufficient justification to 
warrant the additional burden to the already-weary taxpayers of the Nation. 

By requiring the filing of financial statements, annual reports, and other de- 
tailed reports to the Securities and Exchange Commission, S. 1168 would de- 
stroy the advantages of remaining unlisted. Consequently, the stock exchanges 
could expect to have a substantial increase in their listings. This might be 
very beneficial to the profits of the exchanges, but it hardly seems to justify 
the imposition of additional burdens on the economy. 

S. 1168 would exempt corporations with assets of less than $2 million. By 
today’s standards, this is an extremely modest capitalization, and the result 
would be SEC regulation of many companies which clearly fall in the small- 
business classification. It should be remembered that such corporations are 
organized under and regulated by the laws of our States, and such eyisting 
regulation has not been shown inadequate to protect the public interest. 

Instead of benefiting investors, S. 1168 would react to their detriment. The 
additional detail work which would be made necessary by S. 1168 would represent 
a substantial financial burden to the corporations affected, and the cost thereof 
would come directly from the profits (if any) available for distribution to 
the stockholders. 

The bituminous-coal industry believes that the provisions of S. 1168 would be 
detrimental to the public interest and the bill should not be approved. 





THE PLAZA, New York, N. Y. March 25, 1957. 
Hon. Frank J. LAUSCHE, 
Chairman of the Subcommittee on Securities, 
Committee on Banking and Currency, 
United States Senate, Washington, D. C. 

Dear SENATOR LAUSCHE: As you may know, on July 5, 1956, I testified before 
the subcommittee when Senator Lehman was its chairman, concerning proposed 
changes in the laws adiministered by the Securities and Exchange Commission, 
regarding proxy solicitations and proxy contests. I am enclosing a copy of the 
testimony which I gave at that time. Senator Lehman has recently stated that 
he very much hopes that the committee will continue to follow up this very 
important matter, and that he intends to discuss it with some of the committee 
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(cf. January 30, 1957, letter from Senator Lehman enclosed). As you may have 
been informed, I have since then been in communication with Mr. Robert A. 
Wallace, staff director of the committee concerning these proposals, and last 
talked with him a fortnight ago. 

I have had oceasion in recent months to get from personal experience direct 
evidence of the inadequacies and unfairness of the present proxy rules of the 
SEC, and of the manner in which they are administered by the Commission. 
The “laboratory experiment” in which I engaged (in line with the status of 
minority stockholders generally), has confirmed my views as to the necessity 
for congressional intervention in order to protect the small stockholder in his 
efforts to obtain some vestige of corporate democracy. 

It is interesting to note that in the Commission’s 22d annual report, which 
was submitted a short while ago to the Congress, the Commission discusses 
at considerable length proposed revisions in the proxy rules. It is particularly 
significant to me that that discussion is limited to the case of contests between 
two large, opposing forces for the control of a corporation, and is not in the least 
concerned with the rules relating to stockholders’ proposals. This is indicative 
of the general attitude which the Commission today reflects of a concern with 
the interests of big business and a lack of awareness for the problems of the 
little fellow. 

Under the existing proxy rules (specifically rule 240, 14A—S), there is the pro- 
vision that a security holder may submit a proposal for action at a stockholders’ 
meeting. If this proposal is opposed by the management of the company, the 
management is required to include the proposal in the proxy-soliciting material 
which it sends to stockholders, together with a statement of the sponsoring 
stockholder in not more than 100 words supporting the proposal. Also, the 
management is permitted to include in its proxy statement a statement of its 
position in opposition to the proposal—unlimited in wordage. The present rule 
operates unfairly to the security holder in several respects, as I have confirmed 
in connection with my sponsorship this year of 2 proposals in my capacity as the 
owner, of record and beneficially, of 3.600 shares of the common stock of the 
Adams Express Co., and the owner of record, as a trustee of an estate, of an 
additional 200 shares, 

In the first place, the present rule discriminates against the sponsoring stock- 
holder, since it limits such stockholder’s statement to 100 words, while placing 
no limitation whatever upon the number of words in which the management 
can express its opposition. 

In the second place, while management has full access to screen and otherwise 
deal with the proposal, the proposer has no opportunity to correct management’s 
(unlimited) statements. It is essential that at such time as the management 
files its statement in opposition with the Commission as a part of its preliminary 
proxy-soliciting material, the sponsoring stockholder should have an opportunity 
to examine such statements and to advise the Commission of his comments as to 
the inaccuracy or accuracy of them. This is particularly important in view of 
the highly technical factors that may be involved. In the case of the Adams 
Express Co. (an investment company), the issues about which the proposals 
revolved had been fully explored with the management by other stockholders as 
well as myself well in advance of the time that they were formally submitted 
for inclusion in the agenda of the annual meeting. In fact, in opposing a related 
proposal by another shareholder in 1953, management made several gross mis- 
satements. Thus, I was quite aware of the fallacious, inaccurate, and mislead- 
ing statements upon which the management had previously relied in opposing 
such proposals. It was quite evident to me that these same misstatements would 
be made in their opposing comments in the proxy statement. For this reason, 
I wrote the Chairman of the Commission a letter, a copy of which I enclose, 
in which I pointed this out (including a photostatie copy of the 1954 proxy 
misstatements) and suggested that I be given an opportunity to examine, not 
the entire proxy statement, but that portion of it which contained the manage- 
ment’s comments on my proposals, at the time that it was filed with the Com- 
mission and before it was circulated to stockholders. I pointed out that by doing 
this, I would be able to apprise the Commission in advance any misleading or 
false statements contained therein, thus preventing the stockholders from being 
misled, and avoiding the projection of these issues either into the annual meet- 
ing or into a courtroom. The Commission declined to comply with my request. 

The Commission's refusal to make such comments available to me was based 
upon rule 240.14A-6 (e), which states that “All copies of material filed pur- 
suant to paragraphs (a) or (b) shall be clearly marked ‘preliminary copies’ 
and shall be for the information of the Commission only, except that such mate- 
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rial may be disclosed to any department or agency of the United States Govern- 
ment, and the Commission may make such inquiries or investigation in regard 
to the material as may be necessary for an adequate review thereof by the Com- 
mission.” Of course, my suggestion that a copy be made available to me for my 
comments was, in the course of providing the necessary inquiry and investiga- 
tion, to permit an adequate review of the material by the Commission. Although 
I pointed this out to the Commission in correspondence, they took the position 
that in their opinion this rule, which was not enacted by Congress but was 
promulgated by the Commission itself and which the Commission is always free 
to change, was not broad enough to permit the granting of my request. It seems 
to me that this is a nonsensical approach and shies away from the realities of 
the situation. 

This is further pointed up by the fact that when the Chairman of the Com- 
mission held a press conference in New York on February 20, I asked him about 
this very question, and he unequivocally made the statement that “of course” 
it was perfectly proper and in order for the Commission to submit the manage- 
ment’s statements to the sponsoring stockholder for comment. Although he defi- 
nitely stated at that time that he would confirm this to me by letter, and re- 
solve the contradiction with the ruling which had three times been communi- 
cated to me by staff officials, I have not heard from him since. 

As it turned out in the Adams Express Co. situation, my feeling that the 
management’s comments on our proposals would contain these misleading state- 
ments and would not be detected by the Commission unless they had the benefit 
of our comments unfortunately proved to be completely correct. The proxy 
contained these false and misleading statements (including a falsified state- 
ment of my stockholdings) and although then—my first opportunity—lI pointed 
them out to the Commission in a detailed letter, a copy of which I enclose, the 
Commission did not require the management to take corrective action. The 
transcript of the proceedings at the subsequent annual meeting shows the same 
misstatements by management, as well as statements by management contradict- 
ing its own proxy statements. 

Despite all these handicaps, more than 142,000 shares of stock (considerably 
better than 3 percent of the outstanding stock of the company) voted in favor 
of the proposals, and the management’s position as to these proposals was not 
supported by better than 250,000 shares of stock, which did support the manage- 
ment’s nominees. 

The absurdity and inconsistency of the Commission’s position in this matter 
is further evidenced by its taking a completely contradictory position where the 
proxy solicitation relates to a public utility holding company rather than to a 
company regulated under the Securities Exchange Act. Both the Securities 
Exchange Act and the Public Utility Holding Company Act empower the Com- 
mission to prescribe such rules and regulations as it deems necessary in regard 
to the solicitation of proxies in connection with securities in the respective 
categories. 

Significantly, in connection with public utility holding companies, the Com- 
mission requires, where there is any form of a proxy contest, that the manage- 
ment serve copies of preliminary proxy-soliciting material upon the opposing 
side at the same time that such preliminary material is filed with the Commis- 
sion. This is precisely what needs to be done in connection with proxy solicita- 
tions relating to listed companies which do not happen to be public utilities. 
While we were not permitted to examine the management’s preliminary material 
in the case of the Adams Express Co., whose stock is listed on the New York 
Stock Exchange, nevertheless the Commission has, by an order, granted that 
privilege to minority stockholders of the Union Electric Co. which, in addition 
to having its stock listed on the New York Stock Exchange, happens to be a 
public utility holding company. If it is right and proper for the minority stock- 
holders of a public utility holding company to have such privileges, it is also 
right and proper for the minority stockholders of other registered companies. 
I think that the Commission ought to be required by the Congress to amend its 
rules in this regard. Quite simply, rule 240.14A-8 could be amended to provide 
that management mail to the proposal proponent that portion of the preliminary 
proxy statement that comments on the shareholder's proposal. 

I should also like to call your attention to an apparent weakness in the Invest- 
ment Company Act, which requires correction in the interests of protecting 
investors in registered investment companies against a forced dilution of their 
equities by the managers of such companies. I had always understood that the 
SEC had ample powers, under existing law, to protect investors against such a 
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situation. I was amazed, after I had drawn this situation to the attention of 
the Chairman of the Commission, had reviewed it in lengthy correspondence, 
telephone conversations, and personal discussions with him, his fellow Com- 
missioners, and members of their staff, and had, on July 5, 1956, testified at great 
length before the Commission concerning it, to learn that in their view the Com- 
mission was powerless uider existing law to ac 


The situation to which this relates concerns proxies of the Adams Express Co. 


a closed-end investment company, in which, as I had indicated, I am a substantial 
stockholder. The proposals which I have referred to above related to these 


questions. 

First, I should point out to you certain significant characteristics of invest- 
ment companies which distinguish them from other companies. An inyestment 
company’s assets consist of securities which always have a market value. Hence, 
at any time, by listing the market prices of the securities in its portfolio, it is 
always a simple matter to compute its net asset value. An investment company’s 
assets consist of marketable securities, and not of plants, machinery, patents, 
or other assets on which arbitrary and sometimes comparatively unrealistic 
values are placed 

This past May 1956, the board of managers of the Adams Express Co. filed a 
registration statement with the SHC advising the Commission of their intention 
to offer an additional 528,792 shares of Adams Express Co. stock. At the same 
time, they caused American International Corp., its 70 percent controlled affiliate, 
to file a similar registration coveri 


stock. 


ne $75,100 shares of American International 


The registration statements confirm the obvious fact that there was no com- 
pelling need for the funds to be raised through such public offerings. The mil- 
lions of dollars that were to be raised by them were for the sole purpose of 
of more securities in the stock market. and increase the size ¢ 
portfolio. 

There is, of course, nothing wrong in the purpose as such. However, appar- 
ently because the managers felt that it might be difficult to sell these shares on 


giviig the managers of the investment companies a larger pool for the purchase 


the investment 





their own merits, they adopted a device by which existing stockholders would be 
forced to purchase these shares merely to protect their existing equities in the 
companies. 

Before the market price at which such shares would be offered was deter- 
mined, the managers announced that, in each instance, the offering price would 
be below the market price of the securities on the day of the offering, and with 
the market price representing a 25-percent discount from asset value would also 
be below the net asset value of the company’s shares. In other words, the 
companies were deliberately selling the shares at a discount from their readily 
realizable asset value, thus reducing the value of the already outstanding shares 
and giving away a part of the equity of investors. In order to protect his exist- 
ing equity against such a raid, it would be necessary for present stockholders to 
purchase additional new shares. Merely to preserve my own equity, for example, 
it would have been necessary for me to make an additional investment of $36,000 
in Adams Express. This, of course, was nothing but a capital levy designed to 
compel shareholders against their judgment to subscribe new funds for the 
benefit of the management. 

The effect of dilution was very graphically described by the United States Su- 
preme Court in the recent case of Commissioner v. LoBue (351 U. 8. 243), which 
dealt with the ability of stock options given to management and employees. In 
that case, the Court commented : 

“LoBue'’s work was so satisfactory that the company in the course of 4 years 
delivered to him 3} stock options covering 340 shares. He exercised all these $5 
per share options in 1946 and 1947, paying the comipany only $1,700 for stock 
having a market value when delivered of $9,930. Thus, at the end of these 
transactions, LoBue’s employer was worth $8,230 less to its stockholders and 
LoBue was worth $8,230 more than before.” 

In addition to what I have indicated above, this scheme had additional aspects 
which resulted in the enrichment of various members of the board of managers 
at the expense of the shareholders whose investments were so cold-bloodedly 
watered. 

The initial offering of these additional shares was to be made to existing 
stockholders, on the theory that their economic self-interest (i. e., the protection 
of their existing equities) would require them to yield to this capital levy, wholly 
apart from their having available the cash necessary to do so 
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In the event that existing shareholders failed to yield to this capital levy, 
then the right to purchase these shares at a discount was given to an underwriting 
group, which included three investment banking firms represented by partners on 
the board of managers. The legal fees in connection with this hijacking of 
the shareholders were of course paid to a law firm one of whose partners was 
also a member of the board of managers. <A substantial part of any profits accru- 
ing from the sale of such unsubscribed for and discounted shares was, of course, 
to go to such investment banking firms and to their partners who were members 
of the Adams board of managers. 

It seemed to me that such proposed activity constitute the gross abuse of 
trust which the Commission was authorized and directed by Congress to have 
enjoined under the provisions of the Investment Company Act. Chairman Arm- 
strong and his fellow Commissioners apparently believe that they are not em- 
powered to deal with such a situation. 

In an attempt to provide a facade of fair dealing, the management provided for 
warrants to be given to shareholders who did not wish, or were unable to protect 
their investments. It should be obvious to anyone knowledgeable in corporation 
finance that such warrants were ineffective to provide protection against dilution, 
and completely illusory. Such indeed, proved to be the case. 

The Commissin not only declined to intervene on the ground that it lacked the 
necessary powers to do so, but even permitted the offering acceleration so as to 
become effective prior to the normal time. My efforts did result in the company 
being required to spell out the dilution aspect more fully than they had in their 
preliminary statements. 

The issue was permitted to become effective on May 22. At the close of business 
on that day the net asset value per share of Adams Express Co. stock was $32.47 
per share. The last reported sale of such stock on the Stock Exchange on that 
day was $27 per share. Yet the offering was made at $23.25 per share, a price 
substantially below both the net asset value and the market value. The number 
of shares offered was 528,792. Of these, shareholders subscribed for only 254,899, 
thus leaving more than half of the offering, at these discounted prices, to the 
underwriting group which included 3 members of the board of managers. 

As an excuse for the dilution described above, frequent corporate practice in 
new stock offering via rights has been cited. It is, of course, true that new stock 
is sometimes offered below market value and occasionally below asset value. 
But the crucial differentiating points are that (1) such asset value is book value, 
a bookkeeping and unrealizable figure; and (2) the additional funds, in contrast 
to an investment company, are truly required for the needs of the business. 

It seems to me that a searching examination of these practices by your com- 
mittee is indicated. I hope that you will undertake it, and assure you, as 
always, of my readiness to assist you with every resource available to me. 

Sincerely yours, 


A. WILFRED May. 


EMPLOYERS’ Group ASSOCIATES, 
THE Employers’ FIRE INSURANCE Co., 
AMERICAN EMPLOYERS’ INSURANCE CO., 
Boston, Mass., May 28, 1957. 
Hon. J. WitniAM FULBRIGHT, 
Chairman, Senate Committee on Banking and Currency, 
Nenate Office Building, Washington, D.C. 

Dear Str: Employers’ Group Associates, a Massachusetts voluntary trust estab- 
lished in 1928, respectfully urges that S. 1168 be amended by providing therein 
an exemption for insurance corporations which are subject to State regulation, 

Tt is our opinion that insurance corporations are regulated to a degree in 
excess of those requirements Which are imposed on corporations of any other 
nature. We are in full agreement with statements filed by organizations rep- 
resenting life, fire, and casualty insurers pointing out the lack of any need for 


such legislation as applied to insurance corporations, In suggesting an amend- 
nent to exempt insurance corporations we wish to emphasize we do not take 
the position that this legislation is either necessary or desirable for other 


businesses presently not regulated. 

In the event S. 1168 is amended to provide an exemption for insurance cor- 
porations we respectfully request that Employers’ Group Associates be per- 
mitted to file a supplementary statement. As pointed out in a prior statement, 
under date of January 7, 1956, and submitted to you and Senator Lehman, any 
such exemption should, we feel, embrace Employers’ Group Associates, While 
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technically, in form, not an insurance company, it is in almost all respects the 
equivalent of an insurance company. 
Respectfully submitted. 
J. MARSHALL Leypon, Secretary. 


STATEMENT BY TYRE TAYLOR, GENERAL COUNSEL SOUTHERN STATES INDUSTRIAL 
COUNCIL 


The Southern States Industrial Council was established in 19338. It is com- 
prised of employers representing the manufacturing, natural resource, and trans- 
portation industries in the 16 Southern States, from Maryland to Texas, inclusive. 
It also includes in its membership a number of banks. Its headquarters are in 
the Stahlman Building, in Nashville, Tenn. My own office is at 1010 Vermont 
Avenue, here in Washington. 

The council is strongly opposed to the principle of 8. 1168. In the statement of 
policy adopted at the last board meeting held in Hot Springs, Va., on May 23-25, 
1957, it is said that Government regulation of business enterprise should be 
held to the minimum necessary to safeguard the public interest. In fact, we 
made a statement in opposition to two of S. 1168’s predecessors—S. 2408-— 
which was the old Frear bill—back in 1950 and S. 2054 in 1955. We found 
these bills objectionable primarily for three reasons : 

1. We didn’t think there was any need for them sufficient to warrant the addi- 
tional burden on the taxpayers. 

2. We felt that they would impose a tremendous additional expense upon 
covered concerns. 

3. Finally, we took issue with the SEC’s argument at the time that the bill, 
if enacted, would spur “legitimate investment in equity securities.” 

We still think these positions are sound and hereby reaffirm them. 

S. 1168 differs slightly from the bills introduced in 1949 and 1955. 

S. 2408 exempted issuers having less than $3 million in assets and fewer than 
300 security holders. 

S. 2054 would have extended the exemption to issuers having less than 
$5 million in assets and 500 security holders. 

The present bill reduces the assets to $2 million and increases the number 
of security holders to 750. 

As was freely admitted at the other hearings, the $3 million—300 and the 
$5 million—500 figures were purely arbitrary and I assume the same can be 
said of the figures in this bill except, perhaps, the sponsors of the legislation may 
have felt that they could allay opposition by enlarging the exemption somewhat. 

What, then, is the justification offered for increasing substantially + the num- 
ber of businesses which will be subject to the requirements of the Securities 
Exchange Act of 1954? 

The consideration apparently most relied upon by the SEC in justification of 
this legislation is what a former Chairman of the SkC, Mr. Harry A. McDonald, 
called a “double standard of management responsibility and security holder 
protection.” The present Chairman of the SEC, Mr. J. Sinclair Armstrong, 
said it would improve the “integrity of the capital market’’—whatever he may 
have meant by that—and would cause corporations to improve their financial 
policies and practices. 

[I remember that at one of the hearings, Mr. Louis Loss, a former Associate 
General Counsel of the SEC, listed a number of large companies, such as Humble 
Oil, Creole Petroleum, the Aluminum Company of America, and others, the stock 
of which—at least at the time—was not listed. He then added that “we have 
yet to hear a single logical argument why companies of that size should be 
exempted from the statutory requirements which successive Congresses have 
found vital in the cast of listed securities.” 

Now let’s examine that a little. 

None of the companies Mr. Loss listed is going to the public for new money. 
If they did, they would have to register. 

Insofar as they require additional equity capital, they are taking it out of 
earnings—earnings which they plow back into the business and do not pay out 
as dividends. 

And what is so terrible about that? 





17The Fulbright bill would cover about 1,375 additional issuers. 
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The thing that is so terrible about it is, of course, that it is completely at odds 
with the bureaucratic itch for the power to regulate. These companies and 
others similarly situated are able to maintain a degree of independence which 
they could not maintain were it necessary for them to comply with SEC require- 
ments. 

And this is what Mr. McDonald found intolerable and termed “a double 
standard of management responsibility” and Mr. Armstrong implied was a lack 
of “integrity in the capital market.” 

We repeat, gentlemen, that the overriding consideration behind this legisla- 
tion is nothing more nor less than bureaucratic imperialism—the old and by 
now sickeningly familiar story of the Government bureaucrats’ desire to ex- 
pand; to take on more and more employees; to receive larger and larger appro- 
priations, and to exercise more and more power over more and more people. As 
a matter of fact, this is the SEC’s seventh bid for additional authority. They 
were here with similar bills in 1940, 1941, 1942, 1946, 1950, and 1955. Ap- 
parently their thirst for additional power is matched only by their persistence. 

But is this—is anything that has been done or shown—sufficient justification 
for extending SEC regulation to a whole new class of businesses which have 
always been exempt and which, in the light of the record to date, Congress fully 
intended should be exempt? 

When he was before you in May, the present SEC Chairman, Mr. Armstrong, 
did make a rather startling admission. He said the agency was understaffed ; 
that the House had cut its appropriation; and that the over-the-counter bill 
would cost an additional $500,000 to administer. When asked by Senator Bush 
if he would rather have $500,000 to spend on the new program or better enforce- 
ment of existing laws, Mr. Armstrong replied, “Oh! the latter, much more.” 

Most of the States have statutes which are already serving the same purpose 
this Federal law is ostensibly designed to serve and in those States where there 
is no statute, the common law applies. 

What possible useful purpose is to be served by this further centralization of 
power in Washington? 

Consider—as one further example—its effect upon the cotton textile industry, 
which is largely concentrated in the Southeast. 

A few of the very large mills have their stock listed. 

But the great majority of the security holders in these companies live in the 
areas in which the plants are located and where the corporate meetings are 
held. Most of them are the original organizers, or their descendants. They are 
prsonally acquainted with the managemnts andM 
personally acquainted with the managements and know whom to entrust with 
their proxies or, if they wish to do so, they can attend the meetings themselves. 

Are hundreds of those companies to be compelled—in the interests of regula- 
tion merely for the sake of regulation—to go to the expense and trouble of com- 
plying with SEC regulations, including the preparation of proxy forms in ac- 
cordance with the requirements of 23 pages of instructions? 

And if they are prepared and distributed. who do they think will read them? 

The management of all industry is already bogged down in a veritable morass 
of governmental reports and redtape. The enactment of S. 1168 would further 
divert attention and energies from the primary job of production and distribu- 
tion to the sterile, dreary, frustrating business of trying to comply with addi- 
tional rules, regulations, directives, and interpretations dreamed up by the 
bureaucrats in Washington. We earnestly hope you reject it. 

Of the other proposals before the subcommittee, we should like to offer our 
unqualified support of those bills which would increase the present SEC exemp 
tion from $300,000 to $500,000. 

Thank you. 


PURCHASE LANE, 
Rye, N. Y., May 27, 1957. 
Senator FRANK J. LAUSCHE, 
Chairman, Subcommittee on Banking and Currency, 
United States Senate, Washington, D.C. 


Dear Senator LAUSCHE: I read that your committee is holding hearings on 
the Fulbright bill to eliminate the “double standard” as between listed and 
unlisted stocks. 

Since 1944, I have been a full-time investor devoting much of that time to the 
various aspects of “corporate democracy,” and am a stanch advocate of the bill. 

I should like to present to the committee some facts and examples which might 
be of help to you in formulating legislation. 
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One such example is the 8S. H. Kress Co., with more than 11,000 public share- 
holders. It made Wall Street Journal headline news recently (as per enclosure) 
because although its shares are listed on the New York Stock Exchange, its 
management completely disregards all democratic principles and the rights of 
its stockholders. It does this in exactly the same way that the shareholders of 
unlisted companies and the SEC complain about, but are unable to have cor- 
rected under existing law. 

Its chairman, its president and its operating board of directors all refuse to 
attend the annual meeting of stockholders which is conducted by the company 
attorney who is not even a full-time employee, although he bears the titles of 
vice president and secretary. He gives no information not contained in the 
annual report, answers no questions and permits no criticism. 

The company does not solicit proxies as the Kress Foundation owns 995,000 
shares of stock. This stock is voted by the chairman of the company who is also 
chairman of the foundation. 

The board of directors of the company is composed entirely of officer employees, 
dependent for their economic existence on the good will of the chairman. 

The trustees of the foundation include such outstanding men as G. Keith 
Funston, president of the New York Stock Exchange; Harold H. Helm, chair- 
man of the Chemical Corn Exchange Bank; and Frank Folsom, of Radio 
Corporation of America, but even they have been unable to exercise sufficient 
influence to prevent what I believe may be an improper use of the foundation’s 
control. 

The questions involved here that concern me as an investor that would seem 
pertinent to your hearings are: 

1. Use of a charitable foundation to control a public company for its own 
ends. 

2. Proxies, their use, misuse, advisability of compulsory solicitation. 

3. Full diclosures, of prime importance to shareholders of all companies, 
whether listed or unlisted. 

4. Corporate democracy, right of stockholders to participate in selection of 
management. 

Although in the interest of brevity I have confined my comments in this letter 
to Kress, I can give you many more examples of abuses in other companies that 
will show the real need for the investor protection that only the Fulbright bill 
can give. 

I would appreciate the opportunity of appearing before your committee. 

Respectfully yours, 
Morton M. ADLER. 


[From the Wall Street Journal, Wednesday, May 15, 1957] 


Kress Houpers Hir Tor OFrricers’ ABSENCE FROM MEETING—-DEMAND MORE 
COMPANY DATA 


(By a Wall Street Journal Staff Reporter ) 


New YorxkK.—Stockholders at the S. H. Kress & Co. annual meeting demanded 
more company information and future attendance of top officers. 

The variety store company’s sole spokesman, O. V. W. Hawkins, vice president 
and secretary, sat stolidly through 3 hours of criticism. And when a reporter 
asked him afterward why the company president and other officers didn’t attend, 
he said sharply: 

“Tt’s not convenient for them, and they prefer not to. We've always done it 
this way.” 

The nub of the Kress controvery is the company’s profits, which have been 
declining. For 1956, Kress reported a net of $3.48 a share on sales of $167,- 
635,545—down from a net of $3.81 a share in 1955 on sales of $167,896,337, and 
down from $3.51 a share in 1954 on sales of $169,416,847. Last September, 
Kress cut dividends to 50 cents a share from 75 cents “to conserve cash resources 
for the company’s future renovation and building program,” according to the 
annual report. 

Mr. Hawkins offered little assurance for the future. He is the legal officer 
of the company, not a merchandising man. He read a six-page typewritten report 
reviewing points previously covered in the annual report. The report, signed 
by R. H. Kress, chairman, contained no wrofit predictions. 

Kress does not solicit proxies of shareholders. A majority of its stock is 
held by the Kress family and the Kress Foundation. 
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CALL FOR OFFICERS 


Morton M. Adler, a balding and bespectacled holder of 16,000 shares, touched 
off the spark of criticism early in the meeting with this question: “Why isn’t 
the president here, and where is the chairman?” 

Mr. Hawkins eventually ruled the critic out of order on the ground that law 
provided the vice president should preside in the absence of the president. “Just 
why he’s not here is not a matter for debate,” the Kress officer added. 

Another shareholder, J. J. Bunce of Albany, in a firm, soft voice said: “You 
may have won your point, but this is an old and substantial company. You're de- 
grading its position. The condition of the corporation at this time warrants 
the attendance of the president and chairman.” 

Mr. Hawkins conceded that “every stockholder has a right to his opinion” but 
no more. 

MANAGEMENT ATTACKED 


Mr. Adler came to the meeting holding a 3-page statement attacking the Kress 
management for what he called outmoded merchandising and refusal to discuss 
policies with stockholders. Five or 6 of the approximately 100 shareholders 
present joined the attack. 

Calling attention to the “steady downward trend during the past several years 
in the earnings and the competitive position of our company,” Mr. Adler charged 
the Kress management with “19th century corporate thinking.” 

He charged the company’s position “is much worse than a cursory glance 
at the figures would indicate” and that two bookkeeping changes had “obscured” 
the inadequacy of operating profit. 

As Mr. Adler began reading his complaints, Mr. Hawkins snapped, ‘“We’re 
not interested in hearing you read the Last of the Mohicans.” sut Mr. Adler 
continued. 

STORE RENTAL SUGGESTED 


“Qualified real estate experts have stated that many of our properties, which 
are now carried on our books at a fraction of their present value, could produce 
far greater revenue than they yield as operating Kress stores if they were rented 
to others at present going rental values,” stated Mr. Adler. 

Mr. Hawkins punctuated the stockholder’s talk at this point, saying, “We're 
in the merchandising business. If you want to be in real estate, pull your money 
out of Kress and invest it in Webb & Knapp.” 

Mr. Adler assured the Kress vice president he wanted to retain his holding in 
the variety store company, but also wanted the company to take advantage of its 
assets. 

“That’s what everybody wants—our assets—including yourself,” said Mr. 
Hawkins, after the stockholder said he thought a merger might possibly solve 
the company’s problems. 

SEPARATE SLATE SUPPORTED 


Mr. Adler and a group of stockholders holding about 650 shares altogether sup- 
ported a separate slate of directors, which Mr. Adler said served the Kress 
Foundation and represented the caliber of men who should serve the company. 
The slate included G. Keith Funston, president of the New York Stock Exchange, 
and Harold H. Helm, chairman of the Chemical Corn Exchange Bank. 

Mr. Hawkins suggested to stockholders that their criticisms and suggestions 
should be given to the directors. He charged that Mr. Adler was seeking in- 
formation that wasn’t available to other stockholders. 

“IT don’t want any information that’s not available to stockholders of com- 
peting companies,” replied the stockholder. 


NEW York, N. Y., June 3, 1957. 
Hon. FRANK LAUSCHE, 
United States Senate, Washington, D.C. 


Dear Senator LAuscie: I call your attention to the third paragraph of the 
letter from the company president. I am not a shareholder in his 
company. He contacted me, I did not contact him. 

If you could get him to testify for the passage of the Fulbright bill it might 
be very worthwhile. 
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I have not suggested that I testify this year before your august committee, 
because I think anything I might say would be a repetition of the testimony 
I gave before the Lehman committee and on page &8 of the hearings before 
the House on cumulative voting (Thursday, July 19, 1956) and before Senator 
Robertson’s committee on the Financial Institutions Act of 1957, and on Friday, 
February 8, 1957. 

I would merely request that reference to this testimony be noted in the 
record, aS my position as a shareholder and on behalf of other independent 
stockholders who think as I do is completely unchanged on such subjects as 
the neeed for the Fulbright bill, the putting of the banks under the bill, the 
closing of the loophole in regard to not asking proxies, etc., (and options too— 
see enclosure). 

Sincerely yours, 
Lewis D. GILBERT. 

(The paragraph referred to above follows :) 

It is certainly unfortunate that some of the unquestioned good that you have 
accomplished on behalf of minority stockholders in listed companies cannot be 
made to apply to those minority stockholders in unlisted companies where 
unbelievable abuses occur all the time. Some years ago I had a situation of this 
kind in which the company involved had employed, on one pretext or another, 
every major law firm in Boston. I was not only unable to get normal informa- 
tion from the corporation but also was unable to get a decent law firm to act 
as our advocate. Fortunately, by tactics I had learned in other fields, we were 
able to achieve full justice. But I don’t think the other people learned anything, 
and other minority stockholders are receiving the same kind of autocratic run- 
around which was attempted in our case. 


SECURITIES AND EXCHANGE COMMISSION, 
Washington, D.C., June 1, 1956. 


Re S. 2054, 84th Congress, a bill to amend the Securities Exchange Act of 
1934, as amended. 
Hon. J. WILLIAM FULBRIGHT, 
Chairman, Committee on Banking and Currency, 
United States Senate, Washington, D.C. 

DreAR SENATOR FULBRIGHT: Enclosed are two letters which the Commission has 
received suggesting amendments to S. 2054, one, dated January 30, 1956, from 
Baker, Hostetler & Patterson, of Cleveland, Ohio, representing the Scripps- 


Howard newspapers, and the other, dated February 2, 1956, from Kirkland, 
I 





Fleming, Green, Martin & Ellis, representing the Chicago Tribune 

The committee print of S. 2054 dated August 5, 1955, which was reported 
favorably to the committee by its Subcommittee on Securities, provides for the 
addition of a new section 12 (g) (1) to the Securities Exchange Act, which 


would require registration of certain classes of equity securities “held of record” 
by more than 750 persons. Proposed subsection (g¢) (5) would authorize the 
Commission by rule to define the term “held of record.” The enclosed letters 
suggest that proposed subsection (g) (5) be revised to read as follows, the under- 
lined provision being an addition to the text of the subsection as it now appears 
in the bill: 

5). The Commission may define the term ‘held of record’ by rules or regula- 
tions deemed necessary or appropriate in the public interest or for the protection 
of investors, or to prevent circumvention of the purposes of this subsection; 
provided that equity securities held of record by either (a) any trust the bene- 
ficiaries of which consist of directors, officers or employees or former directors, 
officers or employees of an issuer or any wholly owned subsidiary thereof, or 
members of the immediate family of such directors, officers or employees, or 
(b) any investment company registered under the Investment Company Act of 
1940, shall be considered as held by one person.” 

The enclosed letters refer to a similar suggestion that was made in 1950 for 
amendment of S. 2408, Sist Congress, a bill introduced by Senator J. Allen Frear, 
Jr., having the same general objectives as the present bill, S. 2054. The earlier 
bill differed from S. 2054, in the form in which it is now before the committee, 
with respect to its test of number of security holders. Specifically, the earlier 
bill provided an exemption for any issuer all the securities of which are held 
directly or indirectly by fewer than 300 persons, whereas under the present bill 
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registration depends on a class of securities being held of record by more than 
750 persons, It was suggested in 1950 that the bill then pending 8. 2408) be 
revised to require the Commission by rule to provide that certain employees of 
a company should not be included in the computation of security holders and 
that a holder which is a registered investment company “shall be deemed one 
person.” In a letter of March 15, 1950, to Senator Frear, Commissioner Richard 
B. McEntire stated, “We should like to express to you our feeling that these sug- 
gestions have much to recommend them.” Mr. McEntire suggested language 
that might be added to the bill to give effect to the proposals then made, if the 
committee deemed such an amendment desirable, and he stated that the com- 
mission contemplated, in any event, that a registered investment company should 
be deemed to be one security holder for purposes of the bill. 

The Commission agrees with the end sought to be obtained by the present pro- 
posals, that is, that in general registered investment companies and trusts of 
the particular character described in the proposed amendment should each be 
counted as one person in computing the number of record holders, for purposes 
of the registration requirement. However no amendment to the present bill is 
necessary to reach this result, since the test is now stated in terms of record 
holders, rather than in terms of direct or indirect holdings. Under the circum- 
stances it may be confusing, as well as unnecessary, to single out the two specific 
situations discussed in the enclosed letters for express treatment in the text of 
the bill itself. On the other hand, the Commission believes that it would not be 
wise to limit the authority, in proposed section 12 (g) (5), for rules “to pre- 
vent circumvention of the purposes of this subsection.” in view of the impossi- 
bility of foreseeing in advance all means that might be devised for circumventing 
the standard of the bill with reference to number of stockholders. 

If the committee agrees that, in general, such investment companies and trusts 
should each be counted as one person, it would be appropriate, and sufficient, 
so to indicate in the committee’s report. This result would follow from the terms 
of the bill itself, without the adoption of any rule. A rule would be necessary 
only if it proved necessary to look beyond the “record holder” test in some circum: 
stances in order to prevent circumvention of the purposes of the legislation, as 
contemplated by proposed subsection (g) (5). 

It should be noted that it is not suggested that trusts, either generally or of 
the limited character described in the enclosed letters, should be altogether 
excluded from the possible application of the bill. Section 8 (a) (S) of the act 
defines the depositor or manager of a voting trust agreement as an “issuer,” so 
that if such a trust, for example, had more than 750 security holders, it might 
be required to register the securities that it issued under the provisions of S. 2054. 

The Commission has been advised by the Bureau of the Budget, pursuant 
to its Cirewlar No, A-19, that it has no objection to the views expressed herein. 

Sincerely yours, 
A. DOWNEY ORRICK, 
Commissioner. 


BAKER, HOSTETLER & PATTERSON, 
Cleveland, May 20, 1957. 

Re §. 1168, 85th Congress, a bill to amend the Securities Exchange Act of 

1934, as amended. 
Hon. FRANK J. LAUSCHE, 

Chairman, Subcommittee on Securities, 

Committee on Banking and Currency, 
United States Senate, Washington 25, D. C. 

DEAR SENATOR LAUSCHE: We are writing you in connection with the Fulbright 
bill to amend the Securities Exchange Act of 1934 because of the possible effect 
of the bill upon the Scripps-Howard newspaper companies, and because you may 
not be familiar with the discussion and the conclusions reached when similar 
bills were introduced in 1955 and prior years. 

In the past we have been advised by the Securities and Exchange Commission 
and by counsel for the Senate committee that it was not intended to subject 
additional corporations to the burdens of the Securities Exchange Act merely 
because of indirect participation by employees in stock ownership in those corpo- 
rations. For many years employees of the Scripps-Howard companies have 
indirectly participated in the Scripps-Howard newspaper operations through 
ownership of stock in an investment company, registered under the Investment 
Company Act of 1940, which in turn owns a minority interest in certain Scripps- 
Howard companies. The present Fulbright bill would be applicable to those 
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companies if their stock were held of record by more than 750 persons and the 
bill would give the Commission power to adopt rules and regulations to define 
the term “held of record.” If any definition were adopted similar to that con- 
tained in section 3 (c) (1) of the Investment Company Act of 1940, the owners 
of equity securities in the Scripps-Howard companies would as a result also 
include the approximately 2,000 stockholders of the Scripps-Howard Investment 
Co. It would thus bring the Scripps-Howard companies under the provisions of 
the Fulbright bill even though their equity securities in fact remain closely held. 
The same situation undoubtedly exists with other investment companies and also 
exists with corporations where employee interest in the issuer corporation is 
present through participation as beneficiaries under a trust in which the trustees 
hold the title of record to the equity securities. 

We therefore suggest that the committee consider incorporating an amendment 
to subsection (g) (5) of the Fulbright bill, S. 1168, by adding the underscored 
portion in the section hereafter set forth: 

“(5) The Commission may define the term ‘held of record’ by rules or regula- 
tions deemed necessary or appropriate in the public interest or for the protection 
of investors, or to prevent circumvention of the purposes of this subsection; 
provided that equity securities held of record by either (a) any trust, the 
beneficiaries of which consist of directors, officers cr employees or former di- 
rectors, officers or employees of an issuer or any wholly owned subsidiary 
thereof, or members of the immediate family of such directors, officers or em- 
ployees, or (b) any investment company registered under the Investment 
Company Act of 1940, shall be considered as held by one person.” 

We made the same suggestion a year ago to the Securities and Exchange Com- 
mission and we enclose a copy of the Commission’s letter dated June 1, 1956, to 
Senator Fulbright, reviewing the subject. The Commission at that time agreed 
with the end desired but concluded that the situation would be adequately pro- 
tected if the Senate committee were to indicate in its report that registered 
investment companies and trusts should each be counted as one person. 

We again respectfully urge the committee to incorporate the suggested amend- 
ment to subsection (g) (5) of S. 1168 so that any future Commission would 
not be free to require by rule or regulation that the number of stockholders of 
the Seripps-Howard Investment Co. shall be added to the number of stockholders 
of record of each Scripps-Howard enterprise in which the investment company 
holds a minority interest, thereby making the Fulbright amendment applicable 
to the Scripps-Howard companies. We understand that such an interpretation 
is not the intention of either the Securities and Exchange Commission or of the 
Senate Committee, and believe that the suggested amendment should be incor- 
porated to make that intention inescapably clear. 

Cordially yours, 
STEPHEN ©. THAYER. 


LAW OFFICES OF KIRKLAND, FLEMING, GREEN, MARTIN & ELLIS, 
Washington, D. C., June 6, 1957. 

Re S. 1168, 85th Congress, a bill to amend the Securities Exchange Act of 1934, 

as amended. 
Hon. FRANK J. LAUSCHE, 

Chairman, Subcommittee on Securities, 

Committee on Banking and Currency, 
United States Senate, Washington 25, D.C. 

DEAR SENATOR LAUSCHE: We are writing you in connection with the Fulbright 
bill (S. 1168), to amend the Securities Exchange Act of 1934. Reference is 
made to the letter of the Securities and Exchange Commission to Senator Ful- 
bright dated June 1, 1956, relating to 8S. 2054, 84th Congress, which has sub- 
stantially identical to 8S. 1168. A copy of the Commission’s letter is attached 
hereto. (See p. 269.) As you will note from the Commission’s letter, this firm, 
as counsel for the Chicago Tribune, suggested a clarifying amendment to 
subsection (g) (5) of S. 2054. 

S. 1168, like S. 2054, would require informational filings under the Securities 
Exchange Act of 1934 by corporations having assets in excess of $2 million and 
outstanding equity securities held of record by more than 750 persons. As was 
the case with respect to S. 2054, we are concerned with the possibility that the 
requirements of S. 1168 might be interpreted as applicable to the Tribune Co. 
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in which a majority of the outstanding stock is held by a trust, the trustees 
and beneficiaries of which are present or former directors, officers, and employees 
of the company, or its wholly owned subsidiaries, and to a very limited extent, 
members of the immediate families of such directors, officers, and employees. 
Furthermore, neither the Tribune stock nor the interests of the beneficiaries in 
the trust have ever been publicly traded. 

As you will note, the Commission in its letter of June 1, 1956, stated that it 
did not consider the requirements of S. 2054 to be applicable to trusts of the 
nature above described, and that such trusts should be counted as one person 
in computing the number of record holders for the purposes of the registration 
requirement. We are informed and understand that the Commission’s position 
respecting the inapplicability of S. 2054 to the Tribune Co. and other similarly 
situated corporations remains the same with respect to 8S. 1168, and that the 
Commission still dGes not consider a clarifying amendment necessary. However, 
we feel it desirable that there be a reflection in the current hearings on 8S. 1168 
of our position and the views of the Commission as previously expressed on the 
same problem in connection with 8S. 2054. While agreeing with the Commission’s 
conclusions, it remains our position that subsection (g) (5) of S. 1168 should 
be revised in the form set forth in the Commission’s letter dated June 1, 1956, 
attached hereto. 

Sincerely yours, 
JOHN F. FLOBERG. 
x 








